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Current Events

The Geopolitics of Indonesia's

Maritime Territorial Policy

Dino Patti Djalal

THIS article is related to my research

in Canada a few years ago. It is

written because it provides useful in-

sight and prospective still begging to be ex-
plored. There is still a great deal of ongoing
interest within Indonesia and outside Indo-
nesia. A good deal of literature on the Archi-
pelago Doctrine, was predominantly centred

on the legal or diplomatic analysis, so a geo-
political analysis may contribute to a better

understanding of the issue, and this is where
I hope to contribute. Of course, all the points

and ideas raised in this essay are all personal

viewpoints and they do not necessarily reflect

thie views of the Indonesian Government.

Wawasan Nusantara or the Archipelago

Concept seems to be related with the concept

of Nationalism. It was fascinating that some-
one who was cocooned in his universe in his

little village in Sumatra can come together with

someone somewhere thousands of kilometres

away who was equally cocooned in his village

in Halmahera, and step beyond their paro-

chial identity to form a new common national

identity. These things are taken for granted
today, but if we really think about it, it is

quite extraordinary.

The concept of territory is also intriguing.

Why, and how do people draw a line on a
piece of land or stretch of waters and erect

political walls they call boundary, and say
"that side is yours" and "this side is mine".
Both the concepts of nationalism and territ-

ory are of course very abstract concepts.

They exist in the minds of men. They are

formed by the minds of men. In fact these

two concepts relate to one another. Wawasan
Nusantara does serve as a technology for

nation-building. People talk about the tech-

nology for war, and they talk about the tech-

nology for peace, what is called preventive

diplomacy, peace keeping, peace building and
the like. Similarly Wawasan Nusantara may
be referred to as a technology for nation-

building. It is a device used to project an
image of national unity, a devise to enable

Indonesians to visualize their country into

one single territory as opposed to many tor-
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ritorial fragments. This is why Wawasan

Nusantara is very geopolitical. It amalgam-

ates geographical phenomenon with political

phenomenon.

The basic premise of this essay is this: in

order to widerstand Indonesia's maritime ter-

ritorial policy, the Government's level of in-

terest and the degree of concern towards the

archipelago doctrine, one must begin by look-

ing at how the symbolic, strategic and eco-

nomic value of the seas, either individually or

collectively, fare at any given point in time.

The political currency of the maritime territory

is high when the combined symbolic, strategic

and economic value is high; and the political

currency of the maritime territory is low when

the combined symbolic, strategic and eco-

nomic value is low.

Wawasan NUsantara can also be linked to

another phenomenon: the geopolitical think-

ing in Indonesia. At some point in time, the

Archipelago Concept not only became a ma-

jor foreign policy issue but also became in-

termingled with traditional themes general-

ly associated with Indonesia's geopolitical

thinking. This aspect will be discussed later.

According to Indonesian history, Indone-

sia used to be a great maritime nation. Many
years ago Indonesian traditional sailors jour-

neyed as far as Madagascar and other far

away places. That may be true, Indonesia

might be blessed with thousands of islands,

and of blue seas and lots of colourful fish,

and no doubt the Bugis people were amazing

sailors, but in the early days of the Republic,

Indonesia was anything but a maritime nation.

The sea was not where one would find In-

donesia's productive forces (which were si-

tuated mainly on land), the sea was not

where one would find exploration for oil

or other minerals. The country's merchant

fleet was almost non-existent, as was the

navy, and inter-island shipping too was very

minimal. There were a good number of tradi-

tional fishing communities on the coasts,

but they did not sail too far from the coast,

and fisheries was a minor contributor to the

national economy. Besides, extremely few

laws and regulations were directed at this

sea or activities relating to the sea. In short,

the geopolitical utility of the sea to Indone-

sians were very low. One did not see the

seas within the archipelago as a medium

to be owned, to be occupied, to be territorial-

ized, to be exploited and to be controlled.

It may pointed out for example that when

the founding fathers met on the eve of Indo-

nesia's Independence in 1945 to figure out its

future statehood, including what the territory

of the Republic would be, no one made any

mention about the maritime territory and the

debate exclusively centred on land areas. Cer-

tainly, fifty years ago when people thought

about "territory" no one really thought about

the sea, and of course given the circumstances

at the time this was fully understandable.

This of course changed in 1957, when

Prime Minister Djuanda declared a reform of

the maritime territory with what would be

known as the Archipelago Concept. The old

territorial waters was drawn 3 miles from

the coast, and this created an extremely frag-

mented territorial structure. The new maritime

boundary changed this by creating an un-

broken ring of baselines around the archi-

pelago and thus placing the whole country

into a single territorial structure. The new

territorial model also dramatically enlarged

the country's territory by about 250 per cent

(from about 2 million square kilometres to
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over 5 million square kilometres) and it

placed under Indonesia's ftill sovereignty

the many seas within the Indonesian archi-

pelago which previously were considered

international waters.

There are two points as to how the Archi-

pelago Concept progressed during the Soe-

karno administration. First, although the Dju-

anda Declaration was designed and chosen

with national unity in mind, it evolved mainly

in connection with the Irian Jaya diplomacy.

It was no coincidence that the baselines of

the new map were connected to the outer-

most points of Irian Jaya, and this was signi-

ficant because it was done at a time when
Irian Jaya was not yet in reality reintegrated

into Indonesia.

The Regulation concerning Innocent Pas-

sage was enacted in 1962 at a time when the

Irian Jaya diplomacy had begun to assume

the form of Gunboat Diplomacy, indeed it

was issued only a few weeks after the Dutch

sank an Indonesian naval vessel just off

Am island. Clearly, by enacting the Regula-

tion on Innocent Passage the Government

wanted to make it extremely difficult for the

Dutch navy to operate in the seas of the ar-

chipelago without violating Indonesian

territory. So there was a definite strategic

aspect to it, and the Irian Jaya diplomacy

provided a good deal of contextual signi-

ficance to the Archipelago Concept then.

The second point pertains to the level of

support given to the Archipelago Concept

during the Soekarno administration. It

seemed that the Archipelago Concept did

not appear to consume much of President

Soekarno's attention. President Soekarno

never tried in any meaningful way to project

Djuanda Declaration as a uniting symbol

to his national audience. He never tried to

internalise it, and he did not make an effort

to make it into a significant foreign policy

issue. Apparently no reference to it can be
found in President Soekarno's major dom-
estic or international speeches. President

Soekarno's apparent lack of interest in the

Djuanda Declaration as a uniting symbol
is actually well-understood. It was well in

President Soekarno's interest to see the In-

donesian polity develop an addition to a

system of political doctrines for which he

alone was responsible in creating.

President Soekarno therefore tried to bind

together his national audience by creating

concepts such as Nasakom, Manipol, Usdek,

Djarek, Resopim, Oldefos-Nefos. These con-

cepts are alike in that they all contained ro-

mantic revolutionary maxims and they were

geared at the integration of all the socio-polit-

ical forces in Indonesia. These concepts are

also alike in that they were all the personal

brainchild of President Soekarno.

The Archipelago Concept, on the other

^hand, was not President Soekarno's brain-

child; it was engineered by an unknown tech-

nocrat, and worse, it had the name of "Prime

Minister Djuanda". So it is hardly surprising

that although President Soekarno claimed

that conceptual succession existed between

ail of his self-made political doctrines ~

that is between Nasakom, Manipol/Usdek,

Djarek, Resopim and so on — he never

attempted to connect any of them to the

Djuanda Declaration, even though Djuanda

Declaration and the doctrines of Nasakom

both were construed by their creators with

national unity in mind.

Another possible reason to President

Soekarno's seemingly lethargic interest was



CURRENT EVENTS 105

that Soekarno was a very passionate revolu-

tionary, and perhaps he did not see in the

Archipelago Concept enough romantic zeal to

excite his national audience in the struggle

against the forces of imperialism and colo-

nialism. He must have noticed that there was

not much public excitement to the Djuanda

Declaration when it was enunciated in 1957.

Soekarno might well have regarded the Archi-

pelago Concept as a rather dull concept with

complex and dry legal paraphernalia, perhaps

in the same league as economics. President

Soekarno seemed quite comfortable leaving

the handling of this issue to his diplomats

and lawyers in the UN Conference on the

Law of the Sea.

Apart from President Soekarno, it also

seemed that the Archipelago Concept did

not attract much interest among the other

power centres. The PKI, for example, had

practically no role in the development of the

Government's maritime territorial policies.

The PKI must also have noticed that there

were too many names belonging to the nation-

alist or rightist camps, such as Saleh, Kusu-

masumantri, Pirngadi, Sastroamidjojo, Dju-

anda, Soebardjo, Kusumaatmadja, and the

PKI probably calculated that territorial pol-

icies often stimulate the role of the military.

So the PKI never invested politically in the

Archipelago Concept and consequently they

did not participate in promoting it.

The military, on the other hand, did play

a significant part in the Archipelago Con-

cept. But the military at that time was not

an integrated structure, it was divided into

autonomous forces which tend to compete

with one another. The forces were therefore

compartmentalised, and often had conflict-

ing agenda, and this climate did not make it

easy for the military as a whole to give sig-

nificant political push to the Archipelago

Concept, and in fact this climate had the ef-

fect of minimising the appeal of the mari-

time territory. In short, the constellation of

the political forces, and their interests, dur-

ing the Old Order made it difficult for the

Archipelago Concept to obtain the political

and diplomatic push to move forward.

The most evident example of the overall

lethargic attitude to the Archipelago Concept

is found in a 1963 Indonesia Yearbook issued

by the Department for Information, which

was published three years after the Archi-

pelago Concept became Law. The book re-

ferred to the size of Indonesia's territorial

waters as being 1,2 million square miles,

obviously referring to the old formulation.

It is difficult to say that this was a case of

oversight.

The New Order

So much for the Old Order, what happen-

to the Archipelago Concept under the New

Order? The fate of the Archipelago Concept

underwent dramatic improvement under the

New Order Government in the second half

of the 1960s. The new government brought

in new policy-makers which brought new

perspective and priorities and consequently

new policies and it was under these circum-

stances that the maritime territory again be-

came a sexy issue. The economic, symbolic

and strategic value of the maritime territory

was revalued. Indonesia's maritime diplomacy

along with economic diplomacy became an

outstanding feature of Indonesia's foreign

policy.

The most telling example is the fact that

the Archipelago Concept became an issue of
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high politics and one which consumed clear

Presidential interest. President Soeharto was
reportedly intellectually involved in the pro-
gression of the Archipelago Concept, par-
ticularly with regard to the idea of establish-

ing axis sealanes for international navigation
through the Indonesian waters. President
Soeharto personally raised the Archipelago
Concept routinely when dealing with foreign

statesmen, and he regularly mentioned it in

his State Address. In fact, in one of his auto-

biographies he devoted a chapter on Wawasan
Nusantara.

It is not difficult to explain th€i nVing for-

tune of maritime diplomacy. The first reason

is the fact that the utility of the maritime ter-

ritory -to economic development was be-
coming very obvious. In the second half of
the 1960s, it became impossible for the Gov-
ernment to ignore the maritime territory when
oil was pumping money into the economy,
when more and more oil are found on the

ocean floor, when the technology for deep-

sea drilling is improving rapidly, and when
oil companies are lining up to woo the Gov-
ernment to explore hydrocarbons in the archi-

pelagic waters. By the 1970s, the decade of

the oil bonanza, about 60 per cent of oil ex-

ploration activities were conducted on the

archipelagic waters, a dramatic contrast to

the virtually non-existent level a decade ago.

Another reason for renewed geopolitical

interest in the Archipelago Doctrine has to do

with the symbolic value of the maritime ter-

ritory. The New Order Government had re-

stored the prominence of Pancasila and Con-
stitution of 1945, both regarded as sacred

symbols of the Republic, but it also dis-

mantled the system of political doctrines

created by President Soekarno: Nasakom,

Manipol, Usdek, Resopim, and so on, these
were all thrown out the window. The New
Order therefore was looking for new doc-
trines for nation-building to complement
existing ones, doctrines which were to be
exposed to the national audience.

Indonesian politics is known for many
things, but symbolism has always been its

consistent feature, perhaps more so than any
other country. The New Order was also active-

ly engaged in this politics of symbolism, and
in crafting its own system of political symbol-
ism the New Order was drawn to Territorial

Symbolism. The idea of Indonesia, as we all

know it, was originally conceived in terms of
the integration of all the communities and
islands within the territory of the former-

Netheriands East Indies ~ from Sabang to

Merauke ~ so to speak. The New Order re-

fined this concept by defining Indonesia not

just in terms of integration of communities
and land islands, but also as the Integration

of Its Land Space and Maritime Space, and
the New Order was very interested to use
this territorial symbolism of the Archipelago

Concept as a basis to develop a more coher-

ent system of political doctrine to be exposed

to a national audience.

The most important actor in this scheme

is the military, which by the second half

of the 1960s had emerged as the strongest

political force in Indonesia and was in the

best position to steer the direction of Indo-

nesian politics. To cut a long stor>' short, it

was the military in 1966 which produced to

Wawasan Nusantara Bahari as a strategic

military doctrine, and in the early 1970s, after

Lemhannas modified its conceptual sub-

stance, the draft concept of Wawasan Nu-

santara was submitted to the MPR General
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session and became incorporated in the

GBHN and formally became the state's pol-

itical doctrine in 1973.

Wawasan Nusantara is now organically

linked to Pancasila and the Constitution of

1945, and is often spoken in the same breath

with them. The nature of this linkage is of

course entirely subjective, but the fact that

Wawasan Nusantara is now tied to the coun-

try's sacred symbols of Pancasila and the

Constitution indicates the extent to which

the symbolic value of the maritime territory

has grown. Whereas President Soekarno

once talked passionately about his many

concepts of revolutionary struggle, the New

Order officials in their oratory have become

equally romantic about the assumed virtues

of the seas and the maritime boundary. If the

Americans can point to their vast continental

space and talk about "Manifest Destiny", or

the Israelis can point to a piece of land and

call it their "Promised Land," the Indonesians

too have developed their own version in Wa-

wasan Nusantara. More recently, for example,

Indonesian diplomats have begun to point

out that the Indonesian term for "fatherland"

is Tanah Air meaning "land and water", and

Indonesian diplomats and politicians have

talked about the seas as the medium which

unites the whole country. Again, all these are

very subjective cognition, but it does give us

an idea of the extent to which territorial sym-

bolism is becoming entrenched in the Indo-

nesian geopolitical conscience. More recent-

ly, Minister Habibie promoted the concept

of Indonesia to a "maritime continent". It

seems that the "maritime continent" can be

regarded as a Conceptual Extension of Wa-

wasan Nusantara, not in the legal sense

but in a political and geopolitical sense.

Geopolitical Thinking

Another thing was the linkage between

Wawasan Nusantara on the one hand and

the geopolitical thinking in Indonesia. Per-

haps reference to "Indonesian geopolitical

thinking" may raise some eyebrows. If we

scan the literature on geopolitics, we may

fmd traditions of American Geopolitics, Ger-

man Geopolitics, Russian Geopolitics and in

fact throughout Latin America there are

scores of geopolitical school. But of course

no one has ever heard of Indonesian geo-

politics. It seems unlikely that there is any

one person who can be regarded as the

doyen of Indonesian geopolitics.

Although Indonesians have not devel-

oped geopolitics into a coherent discipline,

they have always shown a propensity for geo-

political analysis. While in the 1950s and

1960s the word "geopolitics" practically dis-

appeared from the vocabulary of the pol-

itical establishment in America and Europe,

in Indonesia it is consistently used in the

speeches of the political elite. In fact, in

1965, President Soekarno delivered a speech

specially dealing with Geopolitics to members

of Lemhannas at the Palace. So in Indonesia,

geopolitics has never been regarded as a

dirty word, and neither was the concept ever

treated with suspicion. On the contrary, for

the most part Indonesian policy-makers

do fmd geopolitics as quite a useful tool of

analysis in understanding political phe-

nomena and a useful organising concept to

arrange their relations with the outside world.

The military is perhaps the most eager long-

time exponent of geopolitics and territorial

thinking. Apparently this has something to

do with the nature of their profession which

demands an intimate understanding of the

factor of geography. Defence planning, stra-
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tegic evaluation, threat assessment, force or-

ganisation, these are all things which re-

quire a good deal of knowledge on the

physical terrain.

Although no coherent geopolitical school

exist in Indonesia, tiiere is such a thing as

Indonesian geopolitical thinking. Geopolitical

thinking in Indonesia has more to do with

practical tiiemes rather tiian "academic the-

ories" and by geopolitical themes here is

meant "a set of underlying assumptions
which are held by tiie Indonesian political

elite about Indonesia's geographical and
foreign policy environment".. These themes
are not policies; they are assumptions and
premises which animate policies, and cer-

tainly different policy-makers may take differ-

ent course of actions based on the same,
premise. Policy-makers come and go, but

tiiese premises tend to stay. In time, these

premises have crystallised into axioms whose
credence is generally accepted at face value

by the ruling elite across the board, either

civilian or military. In fact, these geopolitical

themes are so deeply entrenched in the mind-

map of generations of Indonesian policy-

makers that consciously or subconsciously

they are bound to refer to these premises

when making foreign policy decisions.

There are 4 main geopolitical themes in

Indonesia, and they are as follows, not in

order of importance: (1) a concern over the

cross-road location of the country; (2) a sus-

picion towards extra-regional major powers

strategic entanglement in the region; (3) an

aspiration for regional activism; and (4) a

concern over national unity in view of the

country's very fragmented geography. These

themes are not elaborated because I only

want to point out that in a trend which

started in the 1970s, these themes began to

make tiieir way into how elite saw the Archi-
pelago Concept. In other words, control over
archipelagic waters began to be seen as a
function of the concern over crossroad loca-
tion; contiol over the archipelagic waters be-
gan to be seen as linked to the concern over
extra-regional major powers involvement;
conti-ol over tiie archipelagic waters began
to be seen as linked to the aspiration for

regional activism.

Let us take the theme of location, for exam-
ple, and by crossroad location I mean a loca-

tion at the crossroad of two oceans and
therefore in the pathway of major sti-eams of

international movement. The concern over

location is a rather new element in Wawasan
Nusantara. When Djuanda Declaration, the

Law no. 4/1960 and Regulation on Innocent

Passage 1962 were promulgated, no reference

was made to Indonesia's crossroad location.

The Indonesian political elite tend to see

Indonesia's crossroad location as a source

of vulnerability, a factor which has led the

to some bitter contacts with foreign powers,

and seemingly this worldview is particularly

strong in military circle. By constantiy de-

picting Indonesia as being "in the middle"

of two major land-masses and two oceans,

the policy-makers were conveying a sense of

unwilling entrapment in international power

politics. They also view crossroad location

as having brought a lot of good to tiie coun-

try,, exposing the country to beneficial com-

mercial and cultural links.

But precisely because crossroad location

is seen as both a source of vulnerability and

advantage, a notion emerged that the best

way for the country to ensure its well-being

is to be able to gain effective control of

this strategic intersection. This idea of being

able to control the inter-section is nothing
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new. It has been around as far back as 1954

when General T.B. Simatupang wrote of the

need for Indonesia to build a military force

which would conform with th© country's

strategic location and thus able to exert in-

fluence on the military movements on our

part of the world. But then Simatupang was

speaking mainly in the context of force-

build up, not actually controlling the mari-

time territory. It was later on that the Archi-

pelago Concept was linked to the country's

ability to deal with the vulnerabilities and

advantages associated with being in the

pathway of world's movements. The fact

that the Archipelago Concept is also known

in Indonesian language as Konsep Nusan-

tara -- Nusantara meaning islands in be-

tween ~ is particularly instructive.

Another geopolitical theme which has

been linked with Wawasan Nusantara has to

do with Indonesia's regional interests, name-

ly the concern over major powers strategic

entanglement and a desire on the part of Indo-

nesia for regional activism.

Indonesia's control of the maritime space

had been primarily justified on the basis of

"self-preservation". Somewhere in the mid-

1980s, however, Indonesian Foreign Minister

Mochtar Kusumaatmadja delivered a lecture

titled ''Wawasan Nusantara from the view-

point of geopolitics and geostrategy"; this

was the first time Mochtar used publicly

the term "geopolitics" and "geostrategy" in

referring to Wawasan Nusantara. In his paper,

Mochtar stated that Wawasan Nusantara

performs two categories of function, the first

was internal, and the second external. The

internal aspect of Wawasan Nusantara was

nothing new, but the assertion that Wawasan

Nusantara had an external function was

something rather novel. According to

Mochtar, the external geostrategic and geo-

political function of Wawasan Nusantara

was "to help strengthen stability and co-

operation as well as regional resilience, and

to help create international peace and se-

curity". This signifies that Wawasan Nusan-

tara served not only the purpose of ensuring

Indonesia's national security, but is also

linked to regional security, meaning that

apart from national objectives, a foreign

policy role is also now attached to it.

A decade earlier General Maraden Pang-

gabean also referred to what he called Wa-

wasan Nusantara's Orientation or Direction,

stating that there is an inward and outward

direction, or inward and outward orientation

to Wawasan Nusantara. In fact, since the

1970s it has also become quite common for

people to refer to Wawasan Nusantara as,

in the words of General Maraden Pangga-

bean, "the fundamental concept of Indo-

nesian geopolitics", or as a "geopolitical

conception which is distinctively Indone-

sian". Clearly, the language of geopolitics

has begun to enter the vocabulary of Wa-

wasan Nusantara.

The question of course is this: what does

it mean in policy terms? What does it mean

when the Archipelago Concept is said to be

instrumental to ZOPFAN, to "Nuclear Weap-

ons Free Zone", to "regional resilience", to

"international security and peace"? If control

over the archipelagic waters is supposed to

serve some regional policy objectives, how do

they translate into practical action?

When we talk about this dimension, what

is at issue here is not the symbolic aspect nor

the economic aspect, but the strategic aspect,

and this brings us to the question of how the

Archipelago Concept deals with the plethora
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of movements of international navigation
through Indonesian waterways.

The concern over movements of course is

nothing new. The Djuanda Declaration, the
Law no. 4/1960 and Regulation on Innocent
Passage in 1962 were motivated in large part

by mounting concerns over movements of
the Dutch navy on waters near Irian Jaya.

However, although the law and regulations

concerning international passage was there,

there was not much clarity or guarantee
whether this would be respected. The mari-
time powers were known to have conducted
a number of flag-showing missions through
Indonesian waterways to rebuff Indonesia's

claims.

In the late 1960s, the New Order Govern-
ment too began to develop anxiety over inter-

national navigation. There is something dis-

turbing to the Government about the idea

that Indonesia can do absolutely nothing
about the maze of international movements
through its territory. Of course, as the New
Order soon found out, international navi-

gation was much more complex than those

covered in the provisions of the 1962 Re-
gulation on Innocent Passage and the mari-

time powers were still very allergic to any-

thing that smacks of coastal states juris-

diction over international navigation.

Indonesia's concerns over movements of

international navigation mainly revolved

around three issues: the Malacca and Singa-

pore straits, the Archipelagic sealanes, and

ZOPFAN and Nuclear Weapons Free Zone.

In both these issues, there is evidence that

the desire for regional activism and concern

over major powers entanglement in the region

~ two basic themes in Indonesia's geopolit-

ical thinking - do shape the Government's

policy on this.

There was a time when there was different
degree of ambition on what Indonesia should
do with its control of the maritime territory,

and different understandings as to what In-
donesia is legally entitled to do to interna-
tional navigation through Indonesian water-
ways. There are some who espoused a more
assertive line, while others tend to be more
cautious.

There was of course a good reason for this

variance of views, and that is because at that

time the international rales and regulations

on international navigation were still being
worked out in UNCLOS negotiations. So
this debate in Jakarta was happening at a
time various actors were trying to shape the

issue and influence the development of in-

ternational rules and regulations.

With regard to those advocating an as-

sertive line, for example, there were those

who urged that Indonesia should try to re-

duce the strategic rivalry between the super-

powers in the Indian Ocean, and that Indo-

nesia could do this by limiting the passage
of warships through Malacca. Clearly, tliese

officials saw control of Malacca as a tool

fo|-^ wider strategic ambition for Indonesia.

In 1972, the chief of the navy made a state-

ment that the Indonesian armed forces

would attack submarines entering territorial

waters of Indonesia without a permit, a state-

ment that was promptly picked up and ex-

aggerated by the media.

The more cautious view tend to see things

with legalistic discipline. They are quite aware

of the international sensitivities to Indone-

sia's formal position on foreign navigation,

and they are aware that Indonesia's formal

position on international navigation would

bear impact on the ultimate objective of win-

ning international approval of the Archipe-
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lago Concept. They see international naviga-

tion in archipelagic waters as a fact of life,

and they see the navigation issue a part of a

give-and-take process in a wider diplomatic

battle, and they tend to espouse an approach

which is based on reasonable accomodation

and possible cooperation.

In this connection, a question was asked

to Mr. Nugroho Wisnumurti (who is now In-

donesia's Ambassador to the United Nations)

as follows: Given that the Archipelago Con-

cept has become linked to regional secur-

ity concepts such as ZOPFAN and regional

resilience, what would Indonesia do if for-

eign warships pass through our waters with

a mission to cause harm or intimidation to a

neighbouring state in the region ~ not to us,

but to a neighbouring state. If Wawasan

Nusantara is linked to ZOPFAN and regional

resilience, does that mean that Indonesia

could deny access to these foreign warships

to enter Indonesian waters on the grounds

that such passage is inimical to regional se-

curity, and hence would directly or indirectly

affect Indonesia's national security? His an-

swer was quite clear; that if Indonesia de-

cided to do so, then it would be political de-

cision, and that it would not be a legal de-

cision. Several other senior diplomats have

also given a similar answer. The Law of the

Sea officials have exhausted themselves by

going around the world and assuring every-

body in every forum that Indonesia should

not, would not and could not interfere with

international navigation through Indonesian

waters.

The record, of course, shows that Indo-

nesia has not interfered with foreign naviga-

tion in Malacca and other waterways of In-

donesia. Every single day, international vessels

pass through its waterways freely and un-

hindered. One exception to this was in Sep-

tember 1989, when the Government briefly

closed the Lombok Strait for international

navigation to allow for an Indonesian naval

exercise in those waters.

On the other hand, Indonesia has been

quite content with the practice of foreign war-

ships issuing prior notice, albeit vaguely. It

is fair to say that prior notice has become a

matter of common procedure now for foreign

warships passing through Indonesia, and the

Indonesian Government is quite content with

that.

The signing of the UN Convention on

the Law of the Sea of 1982, of course, have

put the matter to rest. The rights and obliga-

tions of vessels, and the jurisdiction of the

coastal states, are clearly spelt out in it.

The position of the Government is

quite clear: Indonesia has signed the UN
Convention on Law of the Sea and has ra-

tified it and UNCLOS since 1994 has entered

into force, and its policies towards naviga-

tion, as well as on other matters pertaining

to the responsibilities of archipelagic states

in archipelagic waters, will be in line with

the provisions of the Convention.

UNCLOS 1982 has laid down the rules

on international passage through the archi-

pelagic waters. It guarantees free transit

of international vessels through Malacca

Straits, and called for the establishment of

archipelagic sealanes through archipelagic

waters for the continuous, expeditious and

unobstructed passage of international navi-

gation of all types. For the time being, and

until such sealanes are designated, foreign

vessels would sail in waterways they nor-

mally used for international navigation.

Last year, the Treaty on the Southeast Asia

Nuclear Weapons Free Zone was signed at
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the ASEAN Summit in Bangkok. While the

Treaty itself did not touch the question of

movement of nuclear vessels, the Treaty

stipulated that "nothing in it shall prejudice

the rights or exercise of these rights by any

State under the provisions of the UNCLOS
1982, in particular with regard to the free-

dom of the high seas, rights of innocent

passage, archipelagic sealanes passage or

transit passage of ships and aircrafts, and
consistent with the Charter of the United

Nations".

All in all, Indonesia's attempt^ to regulate

and control international movements through

the archipelago has had some success. Indo-

nesia's diplomacy over Malacca Straits did

help project Indonesia's prestige as an active

gate-keeper and foster political solidarity

with relevant regional states as the Malacca

issue becomes an effective rallying point

for a more harmonised and assertive re-

gional cooperation.

If Indonesia's first and foremost con-

cern with international navigation is national

security considerations, then the provisions

in UNCLOS 1982, be it under the rubric of
"innocent passage" or "archipelagic sea-

lanes", have done well to address this con-

cern. For example, because the archipelagic

sealanes stipulate that international navi-

gation must be confined to the axis sealanes

and that navigation should proceed ac-

cording to the modalities prescribed in the

UN Convention, this has significantly alle-

viated Indonesia's strategic concerns relating

to national security. The archipelagic sealanes

also vindicate Indonesia's need to regulate

and supervise international movement through

its territory, because although passage is

guaranteed through these sealanes, the de-

signation of these sealanes by Indonesia

will allow the Government to narrow the

areas of movement of international vessels

within the archipelago to those sealanes.

This in itself is a clear method of rearranging

movements. At this moment Indonesia is

busy making arrangements for the establish-

ment of those sealanes through the Indone-

sian archipelagic waters and territorial seas.

Challenges to AFTA
in the 21st Century

Hadi Soesastro

Introduction

AFTA, the ASEAN Free Trade Area,

agreed upon in January 1992 at the

Fourth ASEAN Summit in Singa-

pore, was to be set up within 15 years be-

ginning 1 January 1993. The initial target

for its completion was the year 2008. Sub-

sequently, the 26th ASEAN Economic Minis-

ters Meeting (AEM) in Chiang Mai, Septem-
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ber 1994, decided to accelerate AFTA's imple-

mentation by five years to the year 2003.

There were calls to further accelerate its

implementation to the year 2000. This may have

been motivated by a desire to see AFTA

fully in place when ASEAN enters the 21st

century.

The year 2000 is symbolic. However, to

bring forward the target date to the year 2000

may not be feasible. Prime Minister Goh of

Singapore perhaps represents ASEAN' s real-

ism when stating in an interview that while

Singapore would have been ready for it,

other countries, particularly early industrial-

ising countries such as Indonesia, may face

some difficulties. Therefore it will go by what

the other countries are comfortable with. He

argued that, "... in terms of real results, three

years would not make much difference. But

it's nice to have the symbol ifwe can." (Bang-

kok Post, 13 December 1995).

Is it just a matter of symbol? Or are there

objective reasons for ASEAN to complete

AFTA as early as possible? Prime Minister

Goh himself in his address at the opening of

the ASEAN Bangkok Summit made the point

that ASEAN appeared to have lost steam

and was no longer at the head of the trade

liberalisation process. He proposed that for

ASEAN to be an effective player within

broader fora like the World Trade Organiza-

tion (WTO) or Asia Pacific Economic Co-

operation (APEC) forum, it had to move

faster to bring down its tariffs and "offer it-

self as one united region with uniformly low

tarififs." {Straits Times, 15 December 1995).

This is clearly an important challenge for

ASEAN. Perhaps, realism dictates that AFTA
cannot go much faster. It is necessary, how-

ever, for ASEAN to maintain a sense of ur-

gency in implementing AFTA. There are many

factors that tend to slow down the process.

In fact, AFTA had already missed its original

launching date of 1 January 1993 and had

to be "re-launched" a year later, largely for

technical and administrative reasons. Even

then, it embarked on the journey with a slow

start and began to gain momentum perhaps

only in late 1995. It remains to be seen

whether the Bangkok Summit had given a

further boost to the process.

In their Bangkok Summit Declaration

1995, ASEAN leaders agreed to "further ac-

celerate the progress towards the actualisa-

tion of AFTA before the target date of year

2003." They hoped that member countries

will maximise the number of items with

tariffs reduced to 0-5 per cent by the year

2000 as well as expand the number of prod-

ucts with tariff reduced to zero per cent

by the same year. Such less newsworthy

measures as increasing transparency in stan-

dards and conformance, aligning product

standards, and harmonising tariff nomencla-

ture, as well as adopting a green lane system

in customs inspections could also contribute

greatly to AFTA's early implementation.

Vietnam, ASEAN 's newest member, is

supposed to begin implementing its AFTA

commitments on 1 January 1996 and it has

been given ten years, to the year 2006, to

complete the process. A further expansion of

ASEAN membership to include Cambodia

and Laos in 1997, that at the earliest could

begin to effectively implement their AFTA

program in 1999, would mean that a fully im-

plemented AFTA regionally could reason-

ably be expected to be in place only at around

the year 2010. The year 2010 appears to be

the implicit ultimate target date for ASEAN
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for doing away with all intra-regional tariff

and non-tariff barriers. Myanmar's entrance
into ASEAN could delay this achievement
as it has as yet not really embarked on
genuine economic reforms. Prospects for
doing so remain rather remote as they are
clearly a function of Myanmar's internal

political development.

.
If by 2010 AFTA is fully in place, it is

likely that it will exist for no more than
another ten years, namely to the year 2020
fSvhen the wider APEC region is supposed
to achieve free and open trade and invest-

ment. This in effect means that sub-regional

rtrade preferences will be overtaken by the

trade liberalisation on a wider regional scale.

It can be said, therefore, that AFTA does not

have a very long lifecycle. From the time it

was conceived in 1992, its life span will be
only 28 years, or if counted from the time of

its effective implementation in 1995 its life

expectancy will be no higher than 25 years.

This is not a reason to be sad, not because

AFTA is unimportant but because the ob-

jective measure of AFTA's success is if it

is no longer needed.

From the time of its inception AFTA is

designed as a training ground, as an inter-

mediate phase in the efforts of the ASEAN
countries to integrate themselves into the

worid economy. Each time individual ASEAN
countries expand their unilateral trade lib-

eralisation or multilateralise their AFTA con-

cessions they are moving further away from
the AFTA play-ground into the global play-

ing field. Ultimately, this is the individual

and collective objective of all ASEAN mem-
bers.

In light of such a perspective on AFTA,
this paper advances two arguments. First,

there are different processes by which AFTA
becomes redundant. One is if AFTA becomes
ineffective because its liberalisation agenda
lags behind liberalisation efforts that are
made in the wider regional context such as
APEC. The other is because the AFTA lib-

eralisation agenda paves the way and leads
towards liberalisation at the wider regional
level or international level. ASEAN should
attempt to make AFTA function along the
latter process. This is in accordance with
ASEAN's concentric circles strategy which
is a way to ensure that it could collectively

optimise the gains from engaging in larger

cooperative structures.

The second argument is that ASEAN is

much more than AFTA. And in turn, AFTA
also should go beyond just a tariff-cutting

exercise and the removal of non-tariff

barriers in intra-regional trade of goods. It

is well understood that AFTA's ultimate ob-

jective is not the increase of intra-regional

trade. AFTA is about global competitiveness.

Elimination of intra-regional tariff and non-

tariff barriers is only one component in the

efforts to continuously sharpen the region's

competitive advantages. ASEAN should

immediately expand the AFTA framework. In

doing so it may or may not extend AFTA's
life span but it will definitely make AFTA
more effective during its life time.

Challenges for AFTA from its Mem-
bership Expansion

The expansion of ASEAN membership,

namely the "widening" of ASEAN co-

operation, is essentially a political agenda,

whereas the "deepening" of cooperation

through AFTA is an economic proposition.
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Can this deepening go hand in hand with

the widening of cooperation?

Prime Minister Banham of Thailand in an

interview on the eve of the Bangkok Summit,

which has brought together leaders of all

Southeast Asian nations for the first time, ar-

gued that the expansion of ASEAN should

be seen as an injection of vigour into the

organisation. In addition, with an ASEAN
10 the voice of the grouping will be heard

louder, and ASEAN's "... views will increas-

ingly be sought and collective action will be

widely recognised." He admitted, however,

that "[t]here will be obstacles, there will in-

evitably be a slowdown of cooperation, but

this is to be expected." (Bangkok Post, 12-

December 1996).

It is probable that the expansion of

ASEAN membership would create a drag on

the implementation of AFTA. This may be so

because of technical or administrative obs-

tacles as the necessary institutional and legal

infrastructures in the new members lag be-

hind. But it could well be that Cambodia,

Laos and Myanmar (or the CLM countries)

may not be able to make the committment to

open up their economies to the extent re-

quired in order to participate effectively in

AFTA.

Vietnam's experience will provide a useful

guide on what it would take for the CLM
countries to be able to make the commitments

to joining AFTA and to implementing them.

As a part of Vietnam's commitment to joining

AFTA, Vietnam was requested to submit, a

list of items and their schedules that are to

be included, excluded or put on the sensitive

lists under the AFTA scheme in September

1995, only a few months after officially join-

ing ASEAN. Only in November 1995 did

Vietnam produce a list, but this covers only

863 items, of a total of perhaps some 3.000

tariff lines, with tariffs of zero to five per

cent for implementation on 1 January 1996.

The sub-mission also failed to address the

issue of non-tariff barriers relating to those

limited items covered. It was reported that

in addition to the above tariff-cutting scheme,

Vietnam's National Assembly has also passed

a decree identifying items to be added to the

list, but they will be included only at an "ap-

propriate time" (Bangkok Post, 6 December

1995). In December 1995 Vietnam finally sub-

mitted a more definite list of tariff reductions,

with about half of all its tariff lines included

in the CEPT and about more than 40 percent

of all tariff lines still placed in the tempo-

rary exclusion list (TEL). Vietnam has made

great strides in its economic reform but more

needs to be done. It is interesting to observe

whether its participation in AFTA would ac-

celerate Vietnam's economic reform program-.-

In view of ASEAN's experience with Viet-

nam to date, the CLM countries may be asked

to produce a more definite plan to opening

up their economies as a condition for their

ASEAN membership. Setting political con-

ditions is not in ASEAN's tradition, but k

minimal set of economic conditions may
have to be set. This could mean a more diffi-

cult entrance for the CLM countries than

it was in the case of Vietnam. The CLM
countries will have to prepare themselves

much more before agreeing to join AFTA.

ASEAN appears to be determined not to

compromise AFTA when expanding its

membership. It has objected to the idea of

allowing new ASEAN members to join AFTA
later. The 7-X or 10-X principle does not

apply to AFTA. All new ASEAN members
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are expected to immediately implement their

AFTA commitments. However, they can be

given a longer time to complete the process,

such as to the year 2006 in the case of Viet-

nam. This is allowed under ASEAN's prin-

ciple of "flexibility" in implementing eco-

nomic cooperation.

Will the incorporation of the CLM coun-

tries in ASEAN result in a slowing down in

the AFTA implementation on the part of the

older members? In theory this should not

be the case. The CEPT (Common Effective

Preferential Tariff) scheme, which is AFTA's
main mechanism by which tariffs are brought

down, is essentially reciprocal in nature and

does not provide much room for free-riding.

A member country is automatically eligible

for concession if the product is included in

its CEPT and if its tariff rate of that product

is at or below 20 per cent, ff the tariff rate

on a product it has included in thi CEPT is

above 20 per cent, it is eligble for conces-

sions only in those member countries that

also impose a CEPT rate that is higher than

20 per cent.

This provision should help entice the new
comers to speed up the process of their im-

plementation, but if it does not, there is no

reason to expect why this would cause a

slowing down in implementation on the part

of the early starters. In fact, the latter could

continue or even speed-up its implementa-

tion. But perhaps, the 20 per cent cut-off

rate will have to be reduced in the process.

There is as yet no suggestion for AFTA to

move in this direction. What is important to

note is that the CEPT mechanism in effect

does allow for a two-track AFTA to develop.

Nonetheless, it should be in the interest

of ASEAN to see that its new members
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could catch up faster. This is an enormous
challenge for ASEAN. In the year 2010, when
AFTA should be fully in place, ASEAN will

be an economic region of stark differences.

Singapore will already reach the status of
being a fiill-fledged industrialised country,

Malaysia will be almost there, Indonesia will

be a newly industrialising country, but Cam-
bodia and Laos will at best still be at the

very early stages of industrialisation. ASEAN
in the early part of the 21st century will re-

semble APEC today. As in the case of APEC,
ASEAN will have to adopt an agenda in

which development cooperation will go hand
in hand with trade and investment liberalisa-

tion and facilitation. Perhaps more so than in

APEC, development cooperation in ASEAN
should be pursued on its own merit and not

just as a concomitant to the liberalisation

agenda.

The meeting of leaders from all ten South-

east Asian coimtries in Bangkok last De-

cember has set the stage for ASEAN to de-

velop cooperation with the CLM countries.

They agreed that in the initial stage this co-

operation will have the following four ob-

jectives: (a) to increase CLM participation in

all future ASEAN activities so as to impart

further momentum to the growing sense of

oneness in Southeast Asia; (b) to share one

another's knowledge of and experience in all

areas of common interest through exchange

programs, training and research collabora-

tion; (c) to help CLM make the transition to

market economies so as to accelerate eco-

nomic growth and development; and, (d) to

help CLM prepare for eventual participation

in AFTA.

Prime Minister Goh Chok Tong has pro-

posed a framework for ASEAN to help new

and the would-be members through the ere-
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ation of a Commercial Infrastructure Fund.

The idea is to apply the Growth Triangle con-

cept to the Mekong Basin. This framework is

geared towards private sector participation

and as such is distinct from the Greater Me-

kong Sub-regional Economic Cooperation

scheme involving the CLM countries, Viet-

nam, Thailand, and China as well as the

Asian Development Bank (ADB) to carry out

77 infrastructure projects in which there is

hardly any private sector participation. It re-

mains to be seen whether there will be

private sector takers in a Mekong Basin

initiative as conceived by Prime Minister

Goh. The experience of the East ASEAN

Growth Area (EAGA) in this regard is in-

structive.
'

The idea of developing the Mekong Ba-

sin did receive overwhelming support at the

Bangkok meeting. China, Japan and South

Korea will be approached to join in this

effort. Malaysia has been assigned to or-

ganize the first meeting of the countries in-

volved in the project. In some quarters this

meeting is seen as the actualization of the

East Asian Economic Caucus (EAEC) with

the Mekong Basin development as its fo-

cus. It can be expected, therefore, that Ma-

laysia will put all its efforts to making the

venture a success. Japan would certainly

welcome an EAEC which focuses on de-

velopment cooperation. It remains to be

seen, however, whether Japan is prepared to'

develop and promote modalities for public-

private financing for the Mekong Basin

project which it had succesfuUy employed

in the past.

Together with Japan, ASEAN already be-

gan to explore areas of cooperation to assist

in the development of Vietnam and the CLM

countries. During the AEM in 1994, ASEAN

economic ministers and Japan's Minister of

International Trade and Industry initiated

the setting up of an expert group to look into

this matter. The expert group submitted

its report to the ASEAN SEOM that met in

Bangkok in December 1995 prior to the

Summit. The report cautioned that ASEAN

should not set too high expectations. It re-

commended that assistance be focused on

helping Vietnam and the CLM counfries to

bring their accounting systems into line with

standards in the rest of ASEAN. It also sug-

gested the establishment of a legal frame-

work in a broad sense, while ensuring that

there are laws and regulations, such as cor-

porate and investment law and tax legis-

lation, to govern the conduct of invest-

ment. Areas of training and educational

needs in those areas were also identified.

In fact, ASEAN should also make these

efforts a part of its own cooperation. They

constitute^ ah essential ingredient df ah'

"AFTA Plus."

The Challenges of Developing

"AFTA Plus"

AFTA Plus refers to areas of cooperation

beyond the elimination of tariff and non-

tariff barriers to include efforts to strengthen,

streamline or harmonise non-border mea-

sures with the objective of facilitating both

intra-regional and exfra-regional trade and

investment. The Bangkok Summit Declaration

1995 has adopted an Agenda for Greater

Economic Integration that includes a number

of areas of cooperation which could come

under AFTA Plus. Therefore it should make

sense to group them as such.
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AFTA Plus, however, should begin with
an extension of the elimination of tariff

and non-tariff barriers to areas and items
beyond those that are originally covered
under the CEPT scheme. Agricultural pro-

ducts and services are excluded from the
CEPT scheme. Originally, agricultural pro-
ducts do not cover processed agricultural

products and are defined as: (a) agricultural

raw materials and unprocessed products
covered under Chapters 1-24 of the Har-
monized System Code (HS), and similar agri-

cultural raw materials and unprocessed prod-

ucts in other related HS headings; and, (b)

products which have undergone simple
processing with minimal change in form from
the original products.

In 1994 the 26th AEM agreed to bring in-

all unprocessed agricultural products into

the CEPT scheme. In so doing, unprocessed

agricultural products can be placed in one
of the following three lists: (a) Immediate
Inclusion List; (b) Temporary Exclusion List;

and (c) Sensitive List. About 20 per cent of

the items are put in the Temporary Ex-
clusion List (TEL), and only twelve per cent

in the Sensitive List. Those in the TEL . can
be kept out of the CEPT scheme only for a

limited time. With the acceleration ofAFTA's
implementation to 10 years, items in the TEL
are now to be included in the CEPT within

five years (and not in eight years). This was
to be done in equal installments beginning

1 January 1996 to 1 January 2000.

At the AEM in Brunei Darussalam in

September 1995 Indonesia indicated that it

may have difficulties in implementing this

in regard to a number of agricultural pro-

ducts that are considered sensitive. In the

ASEAN SEOM in December 1995 Indonesia
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requested to be allowed to withdraw 15 items
of agricultural products from the TEL to
be placed on the Sensitive List. This allows
those products to enjoy indefinite tariff pro-
tection. These 15 items include rice, sugar,
wheat, garlic, soybean meal, and clove. These
products represent a trade value of only
US$ 42 million and there have been argu-
ments that this should not pose a problem
to AFTA. However, this is beside the point.

Indonesia is seen as back-tracking and this

has caused a great deal of misfeelings among
other ASEAN members. It is strongly felt

that the principles of AFTA must be kept
intact: member countries should not be
allowed to move items from the Inclusion

List to the TEL or to the permanent Exclusion
Lists or fi-om the TEL to the Sensitive List.

Thailand threatened to withdraw 44 items
of agricultutal products fi-om its TEL to be
placed back in its Sensitive List if Indo-

nesia was allowed to do so.

The SEOM in Bangkok could not resolve

issue and referred the matter to the higher

decision making organ. The AFTA Council

proposed a solution by creating (inventing) a

new category of a Temporary Exclusion List

for Unprocessed Agricultural Products and
agreed to allow Indonesia to "laterally" trans-

fer the products from the TEL to this new
list. Those products are still subject to review

in 2003 and they cannot be excluded from

tariff cuts beyond 2010. This proposal was
not endorsed by Indonesia in the following

AEM and ministers agree to discuss it fur-

ther at a later date. It remains to be seen how
ASEAN will resolve this matter as this

would provide a litmus test to ASEAN's
and AFTA's credibility.

In the areas of services, the Bangkok

Summit Declaration agreed to enhance co-
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operation and freer trade in services through

the implementation of the ASEAN Frame-

work Agreement on Services, which was

signed by the economic ministers in Bang-

kok. The agreement specifically aims at im-

proving the efficiency and competitiveness

of ASEAN service suppliers, substantially

eliminating restrictions to trade in services

amongst ASEAN members, and liberalising

trade in services by expanding the depth

and scope of liberalising beyond those

undertaken under the GATS (General Agree-

ment on Trade in Services) with the aim of

realising a free trade area in services. This

being the case, services should become an

integral part of AFTA Plus.

As stated in the Summit Declaration, on

1 January 1996 ASEAN will begin the first

round of negotiations of specific commit-

ments on market access, national treatment

and additional commitments covering all

services sectors and all modes of supply.

This round of negotiations should con-;

elude no later than 31 December 1998. Areas

to be included are financial services, maritime

transport, telecommunications, air transport,

tourism, construction and business services.

There have been calls to speed up the nego-

tiations. Thailand proposed the negotiations

to be shortened from three years to 18 months

and that the priority areas to be narrowed

down to three sectors, namely financial ser-

vices, telecommunications, and tourism. The

Philippines wants the first round of services

negotiations to be completed within a year.

A host of efforts such as in the areas of

standards and conformance, and harmonisa-

tion of tariff nomenclature are essential in-

gredients of AFTA Plus. Progress in these

areas do not make exiting news but they are

M9

important to facilitating trade. In addition to

these, the Summit Declaration has also iden-

tified other important areas of cooperation,

which in a sense should also be seen as an

integral part of AFTA Plus. These refer to

the establishment of an ASEAN investment

region, the introduction of the ASEAN In-

dustrial Cooperative (AICO) scheme, and the

implementation of the ASEAN Framework

Agreement on Intellectual Property Co-

operation. They definitely are an important

ingredient of ASEAN' s endeavour to achieve

global competitiveness. Initiatives are also to

be taken to achieve suchj?oinpetitiveness in

agriculture and forestry.

The challenge to ASEAN in these areas

is to be ahead of efforts at the global or

wider regional levels. ASEAN's efforts

should be built on agreements such as the

GATT/WTO TRIMS and TRIPs as well as

the APEC Non-binding Investment Prin-

ciples and should attempt to influence the

further development of these international

and wider regional agreements. In anticipation

of the emerging new international agenda,

ASEAN should hasten to begin with its de-

liberation on such issues as competition

policy, an anti-dumping system for ASEAN,

trade and environment and even trade and

labour. These are difficult areas as they

touch on sensitive domestic political issues.

But these issues will stay with the global

community for a long time to come. They

will evolve in the process, and it should be

in the interest of ASEAN to be at the fore-

front on these issues. ASEAN should be

proactive and intensively participate in inter-

national and wider regional fora in defining

the issues rather than being at the receiving

end.
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What To Do Next?

ASEAN's future economic agenda should

begin by putting together its various eco-

nomic cooperation activities into a new
framework so that coherent steps can be
taken jointly by a multiplicity of actors.

Minister Rafidah Aziz of Malaysia thought

that an Economic Master Plan could assist

ASEAN in going beyond the creation of
AFTA {Bangkok Post, 13 December 1995).

Such a Master Plan should be able to achieve

three important things: (a) help link com-
panies in all ASEAN members leading to the

creation of world-class ASEAN-based ac-

tivities in the production of goods and ser-

vices; (b) help outline new areas of cooper-

ation between the public and the private

sectors; and, (c) help pool research and de-

velopment capabilities to form an ASEAN-
based network.

THE INDONESIAN QUARTERLY, XXIV/2

As ASEAN does not want to have a big,

centralised, hierarchical, bureaucratic, and
supra-national structure to manage all its ac-

tivities, this hnkage and network-based stra-

tegy is the alternative and perhaps the only
viable option.

On the basis of this strategy, ASEAN
should begin to lay down the basis for ex-

panding and extending AFTA into AFTA
Plus. This is the challenge ASEAN will face

in the 21st century. Tariff cutting will no
longer be the name of the game. Challenges

will shift to non-border issues which are po-

litically highly sensitive. They are likely

to continue well beyond the year 2020. In

2020, AFTA may be dead. However, it will

continue to exist if it can succesfully trans-

form itself into AFTA Plus.



Review of

Political Development

Indonesia's Independent Election Watchdog

T.A. Legowo

THE newest, and therefore, most

interesting phenomenon, in the de-

velopment of Indonesian politics

during the last three months of the first

half of 1996 was the setting up of the In-

dependent Election Monitoring Committee

(KIPP) by a group of independent-minded

intelectuals and activists on March 15,

1996.' As set in the Indonesia's national

agenda, the sixth general election of the

New Order era to elect a greater part of

members of the House of Representatives

at the national {DPR) and regional (DPRD)

levels, will be held in 1997.

It seems, however, that the national

(official) preparation for the election,

solely carried out by the government, has

reflected no sign of efforts in really ac-

tualising an honest, free and fair election.^

^Media Indonesia, 15 March 1996.

^See for example, the Government Rule (PP)

No. 10/1995 as substitution of PP No. 35/1985 on

the Implementation of The Law on Election does

not bring about any substantial reform concern-

This means that the next election will be

no different from the previous elections

in its implementation. To make sure that

the next election will be qualitatively better

than the previous ones is more or less

the reason underlying the establishment

of the KIPP. As Goenawan Mohamad, senior

journalist and former chief editor of the

banned Tempo magazine, who chairs the

Presidium of the KIPP, said that "the com-

mittee, with its eye on next year's general

election, aims to make "corrections" of the

way the polls were conducted in the past".'

The KIPP is a' new political phenom-

enon because it is the first time in the

ing the process of election in that the non-Golkar

political parties are given only peripheral roles.

This opens up the very possibiUty of manipulation

of the election process by the government and/or

its apparatus.

'As reported by Jakarta Post, 16 March 1996.

This argument seems to be a justifiable suspicion

based on past experience. Election fraud is one of

those "public secrets" in this country. See, J.S. Djiwan-

dono, "Indonesia Needs the Independent Watchdog",

Jakarta Post, 23 April 1996.
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history of Indonesia's New Order that a
coalition of people with different back-
grounds has found at last a common plat-

form, especially in the effort of improving
the elections." The KIPP is the resuh of a

collective action originally initiated by non-

government segments of the Indonesian
people which very rarely happens in the

New Order era.

The KIPP is also different from previous-

ly and/or currently existed independent

monitoring election bodies in Indonesia.

These bodies were/are initiated by indi-

viduals, and consist of people who have
relatively the same background/interest. In

1992, for example, there was The Body for

Protection of the People's Political Rights

(BPHPR). It was created individually by

H.J.C. Princen from the Institute for the

Defence of Human Rights.^ Before the KIPP
was created, the Bandung based National

Committee for Election Monitoring (KPPN)
had been established, initiated individual-

ly^ by Effendi Saman from the Bandung
Nusantara Legal Aid Institute.*' Its nature of

collective action might be one reason why,

even since the process of its establishmerilj

the KIPP not only has been so much apr

plauded by the public but also has invited!

controversies from both government and
some societal quarters.

''The members of the Presidium and of the Ad-
visory Board of the KIPP, see the enclosed list.

*For detailed information, see Body for Protec-

tion of the People's Rights Facing the 1992 Gen-
eral Election, "While Book" on the 1992 General
Election in Indonesia, English translation and in-

troduction by Dwight Y. King (Ithaca: Cornel! Mod-
ern Indonesian Project, 1994).

«See Ga/ro, 6 April 1996.

As a new phenomenon it is very in-

teresting because it may disclose how the
pubhc as well as the government respond
to such a political reform. For the last five

years, political reform has been a subject of
public debates and discussions in Indonesia.

So far, however, there have been no sign of
real impact in the development process of
Indonesian political life. The presence of
the KIPP seems to have broken this status

quo. Of course, it will not improve Indone-

sia's democracy overnight, but it proves
that there is a strong and growing demand
among Indonesians, for more say in shaping

the country's future, and that real political

reform could be initiated originally by mem-
bers of society. As such, the KIPP may
shape the "political harmony that has been

developed and maintained by the New Order

Regime."

The Program

The KIPP's impressive line-up is filled

with prominent public figures (see the en-

closed list). Chaired by Goenawan Mohamad,
the list includes people, such as the respect-

ed Moslem scholar and Indonesian Moslem
Intelectual Association executive member,

Nurcholish Madjid, former Jakarta Governor

Ali Sadikin, noted lawyer Adnan Buyung

Nasution, chairman of the Indonesian Pros-

perous Labour Union Mochtar Pakpahan, the

paranormal Permadi Satrio Wiwoho, and

Prof Loekman Soetrisno from Gadjah Mada
University.

There is no doubt that the people in-

volved in the Committee are those who
have been very much concerned, with the

efforts and struggle for a better democratic
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life in Indonesia. But, the question remains

as to how far the KIPP is able to contribute

for, and to play the role of improving the

quality of Indonesia's election proceedings.

The first thing to note regarding to that

question is that the committee will undoub-

tedly face practical problems and/or tech-

nical difficulties in monitoring elections

on the spot. As perceived by many analysts

the independent committee may well lack

the funds and manpower to effectively mon-

itor thousands of pooling booths wides-

pread throughout the country. Approximate-

ly there will be 250,000 pooling booths.

Supervising the transfer of ballot boxes to

each regional election committee will be even

harder.^ These difficulties were implicitly ad-

mitted by one of the committee's members,

Dr. Nurcholis Madjid, by saying that the

KIPP would deal much more with moral

rather than legal perspective of the election

proceedings.*

With its limited capacity, the independ-

ent committee has introduced a kind of

program that invites and stimulates people

to become active participants in the elections.

Being an active participant would mean

that one knows consciously how to behave

and what to do in election proceedings. For

this reason, it is practically reasonable that

the committee's main activities during the

process of 1997 election just consist of:

(1) recruiting and training volunteers to help

in monitoring the elections; (2) writing up

^See, J.S. Djiwandono, "Indonesia Needs the In-

dependent Watchdog"; Riswanda Imawan, "Pool

Watchdog Fears Groundless", Jakarta Post, 22 March

1996; Gatra, 6 April 1996.

'See Forum Keadllan, 8 April 1996.

reports for the public; (3). organising dis-

cussions and researches; (4) conducting

pools; 5) welcoming reports from members

of the public who are aware of election

malpractices; and (6) to openly work with

other, similar, committees that have been

established in cities at the regional level

such as Banda Aceh, Lampung, Yogyakarta,

Bali, Bandung, Manado, Surakarta, Jakarta

and Ujungpandang.^

The array of the committee's activities

has actually dismissed any expectation that

the KIPP would be playing a political role

such as that of Namfrael in the Philippines,

or that of the Pollwatch in Thailand. It is

also not the committee's prime aim to com-

pete with the official Election Supervision

Committee (Panwaslak). The independent

committee's strongest point lies on its ability

to develop its image as an independent entity,

that wants to have a freer and fairer election.

Therefore, it is fair enough to say that the

role that the independent committee could

splay is its voluntarily contribution to the

process of democracy, and its support to

the appeal for an honest and fair election

jtihrough a direct and secret ballot.

Pros and Cons

Elections are the only means for most

Indonesians to participate in political life. As

the people's progress has been achieved as

a result of economic development, it is

only natural if there is a growing number

of people expecting an election to be free,

honest and fair. It is well known that every

'See Jakarta Post, 16 March 1996; Kompas, 27

March 1996.
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general election in Indonesia, held every

five years since 1971, has been marred with

irregularities. Vote rigging, coercion and other

manipulations have been commonplace.'"

One reason blamed for the electoral short-

comings is the blurred distinction between

the bureaucracy and the ruling Golkar
faction. The bureaucracy, which controls

the election mechanism, is practically

Golkar's main supporting pillar. As it is,

certain bureaucrats have tried very hard,

and sometimes very disrespectfully, to

ensure a Golkar victory." For decades, the

minority United Development Party (PPP)

and the Indonesian Democratic Party (PDI)

have cried foul over the irregularities.

Their grievances have been ignored.

In view of that background, and apart

of its limited capacity, the establishment

of the independent committee should there-

fore be a fresh hope for better quality elec-

tions in Indonesia. At least, as the Jakarta

Post's editorial emphasised, the committee

has represented the voice of conscience, and

signalled the forthcoming of Indonesia's

real democracy, and consequently all will

have to abide by its new values.'^ This seems

to be the very aspect of political reform

offered by the independent election monitor-

ing committee. But as a political reform phe-

'"More detailed for these irreguralities, see

Alexander Irwan, Edriana, Pemilu Pelanggaran Asas
Luber (Jakarta: Sinar Harapan, 1995); Body for

the Protection of the People's Political Rights,

"White Book" on the 1992 General Election ...;

Laporan Pamsung Kampanye dan Pemungutan
Suara Pemilu 1992 (Jakarta: MBKRI, 1992).

"See T.A. Legowo, "Masukan Untuk Mcningkat-

kan Kualitas Pemilu", Suara Pembaruan, 13 March
1996.

'^See Jakarta Post, 19 March 1996.

nomenon, it is most likely that its exist-

ence in Indonesian politics will have to

be contended in the political arena by
those who are for and against it.

Seen from this perspective, there has
obviously no single response coming from
both the elite circles and society. Those
who support the existence of the KIPP have
come out with suggestive but fundamental

arguments." Some points of the arguments

worth noting for the process of democracy
are as follows: First, the independent com-
mittee is the real means to enable Indone-

sian citizens to consciously use their polit-

ical rights and freedom in elections. This

will be of significance in that the people's

votes will collectively decide those who
hold top positions in the government
(legislative and executive) bodies, where
they will in turn formulate state policies and

other government programs according to the

aspiration of the people they represent.

S'ecowf/, since the committee is originally

society-initiated, and does not emerge from

any institution with formal authority, the

result of its work will have no legal but

moral consequences. And if political power

claims to have a moral basis, the result of

the committee's work may bring about such

moral legitimacy to the political power.

Finally, if the result of the committee's

work in monitoring the election shows

that the election has been justly, fairly ^d
honestly conducted, whoever wins the elec-

tion will not only have legal legitimacy

but, more importantly, moral legitimacy

"See among others, Ramlan Surbakti, "KIPP,

Dcmokratisasi dan Masalahnya", Kompas, 1 April

1996.
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from the people. This will be the precon-

dition of real political stability.

As for these fundamental arguments,

many societal groups and social-organisa-

tions have expressed support for the inde-

pendent conunittee. About 3,500 industrial

labourers in Surabaya, for example, have

stated openly that they are ready to par-

ticipate in monitoring the election, and are

going to report the result of monitoring

election to the committee. Another group

in Jakarta, labelled itself the Foundation of

New Indonesia (YIB), has also expressed

its support. Meanwhile, in some cities and

provinces such as Medan, Lampung, Jakar-

ta, Bandung, Bali, Ujungpandang, activists

have established branch offices for the

KIPP.

As support for the independent com-

mittee keeps growing, (contra) arguments

and (counter) actions to dismiss the com-

mittee's existence have also come to the

fore. Armed Forces Chief Gen. Feisaj

Tanjung, for example, although acknow-

ledging that every citizen has the right to

monitor elections, has repeatedly said that

the committee is unconstitutional and that

the military will not recognise it. Some

other high ranking officials have called on

the public to be cautious regarding the

committee's existence, and argued that the

committee might disrupt the election, and

thus endanger the maintainance of national

stability.

However, there seems to have been a

split of official government stance regarding

the independent committee. Some other high

ranking officers have clearly shown an

opposite stance against those mentioned

above, by arguing that the committee will

not be banned as long as its existence is

for a good cause, and does not break the law

or interfere in the fimctioning of the official

Election Committee.

These ambiguous signals apparently

have also confused provincial officials

and organisations. Some have allowed the

setting up of monitoring committee branches,

while others have taken a rather drastic mea-

sure of intimidating the people planning

to set up poll watchdogs in their respective

areas. In Pandeglang, West Jawa, 3,000 ulemas

and martial art masters organised a rally

to denounce the poll monitoring body's

existence in their district. In East Java a

new organisation which calls itself the In-

dependent body to Monitor KIPP (BPKIPP)

has been established, apparently by pro

govermnent parties to harass poll watchdog

activists.

Nevertheless, the official government

stance has been made much clearer by

President Soeharto's statement that an of-

ficial Supervision Election Committee is

quite enough to maintain order and fairness

of the election proceedings. Since then, it

seems that the hardliners have gained the

upper hand. Conunents such as, "We don't

need an election watchdog", or "We have to

be vigilant against those who want to dis-

rupt the elections," are heard more often

than other softer remarks.''

However, what gives rise to great con-

cern is the growing tendency among

the anti-KIPP parties to resort to harrasment,

and even violence, to express their animosity

Jakarta Post, 10 April 1996.

Jakarta Post, 23 April 1996.
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against the poll monitoring body. In Medan,
North Sumatra, for example, scores of un-
identified people pelted the local legal aid

office with stones when a number , of pro-

democratic activists were having a meet-
ing to establish a branch office of the elec-

tion watchdog, forcing them to abandon
their plan. There are also attempts to in-

dulge in character assasination by calling

the leaders of the committee "people with

problems". The case of Mulyana W. Kusu-
friah, the secretary general of the commit-
tee, who has been alleged to be an ex-activist

of the banned Indonesian Communist Party,

Is an example of these attempts.'*

Analysis

The presence of the KIPP seems to be

based on the observation that elections

during the New Order era have never been

democratic in terms of fairness and free-

dom of expression. Is this observation not

based on sheer suspicion? The answer is

negative, because there are two study re-

ports about the irregularities of elections

in Indonesia, written by relatively inde-

pendent writers, supporting the observa-

tion. These reports are "White Book on the

1992 General Election in Indonesia" b^
the Body of People's Political Rights Pro-

tection (translated by Dwight Y; -Kiii^, ahd

published by Cornell Modern Indone-

sia Project, 1994), and "Pemilu Pelanggaran

Asas Luber" (Election Violations of Universal

Suffrage Principles) by Alexander Irwan,

'*See Suara Karya, 22 April 1996; Pelita. 22
April 1996; Jakarta Post, 23 April 1996. Sec also,

comment on this problem in J.S. Djiwandono, "Indo-

nesia Needs the Independent Watchdog".

Edriana (Jakarta: Sinar Harapan, 1995).'7

Therefore, it is fair to say that in the first

place the existence of the committee is like-

ly to be a reflection of people's dissatisfac-

tion concerning how unfairly elections

during Indonesia's New Order era have
been conducted.

The crux of the problem is that the
entire election is administered by the go-
vernment. They control the regulations
and operations of the election. The govern-
ment has the ability to force its will and
put its (civilian as well as military) bureau-

cracy; in a^rvery advantageous position.

Many things in the election proceedings

need to be corrected. Public participation

is required to correct the problem, since

it is the people's votes that are at stake. It

is true that this may be done through the

official Election Supervision Committee,
but keeping in mind the power of govern-

ment-corporatism in Indonesia, the im-

partiality of the official committee should

be doubted.

The independent committee can help

erode this doubt. It wishes to convey to

ithe public that elections are still worth-

while. Even it can strengthen the concept

»Jhat elections are conducted on the prin-

jjsiples of democracy. Thus, it could once

again be emphasised that the value of the

independent committee lies in evident mo-
rality itself.

In a much broader scope than the elect-

oral aspect, the struggle to establish and

subsequently to maintain the existence

''Sec Ramlan Surbakti, "KIPP, Dcmokratisasi

.dan Masalahnya".
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of the committee might be seen as an

effort to delegitimate the monopohstic posi-

tion of the state in defining political truth

and the legitimacy that has been uncon-

sciously accepted as normal, even as for

granted.'^ The thesis of "the government

can do no wrong" that' has been prac-

ticised so far is now being challenged. This

new phenomenon may be an important sign

of the beginning of new democratic era in

Indonesia.

APPENDIX

The Independent Election Monitoring Com-

mittee

The Presidium

1 . Gunawan Muhamad (Chair person)

2. Mulyana W. Kusumah (Secretary general)

3. Chatibul Umam Wiranu (A/em6er)

4: Muhammad Nadjib Sinulingga (Member)

5. Saut Sirait (Member)

6. Standard Kiaa (Kdember)

7. Tahap Simanungkalit (Member)

8. Beathor Suryadi (Member)

9. Budiman Sujatmiko (Member)

10. F.X. Dodi Geger (Member)

1 1 . Andi Arief (Member)

"See Cornelis Lay, "Selamat Datang KIPP", Kom-

pas, 26 March 1996.

^^See AWAS 1 (May 1996): 5. issued by ATomi/e

Independen dan Pemantauan Pemilu/KlPP

.

The Advisory Board

1 . DR. Adnan Buyung Nasution

2. A. GafFar Rahman

3. Aldentua Siringoringo, SH
4. AliSadikin

5. Amartiwi Saleh, SH
6. A.H. Daulay

7. Antonius Donie

8. Apul Batubara

9. Drs. Arbi Sanit

10. AriefBudiman

1 1 . Dr. Aries Arief Mundayat

12. Bursah Zamubi, SE

13. Chandra Nainggolan

14. Dahlan Ranuwihardjo

15. Deddy S. Triawan

16. H.J.C. Princen

17. Ita Fathia Nadia Daino

18. Kartjono, SW
19. Prof Loekman Soetrisno

20. M.M. Bilah

21. Marsilam Simandjvintak

22. Ir. M.S. Zulkamaen

23. Dr. Muchtar Pakpahan

24. Dr. Nurcholis Madjid

25. Nursyahbani Katjasungkana, SH
26. Permadi, SH
27. Ridwan Saidi

28. Rm. Hardoputranto

29. Rm. Pujosumarta

30. Dr. S.A.E. Nababan

31. Dra. S.K. Trimurti

32. Dr. Sri Bintang Pamvingkas

33. Sukardjo Adidjojo, SH
34. Victor Matondang

35. Zumrotin



Social Clause and
International Trade*

Mari Pangestu

Introduction

ALLEGATIONS that lower labour

standards lead to "unfair" compet-

itive advantage and the limitation

of market access based on those grounds

are not new and have occurred periodic-

ally for almost a hundred years (Chemovitz,

1987). Such goods constitute social dumping,

and therefore a social clause is needed in

the form of trade sanctions for violation of

standards.

Despite the issue being around for a while,

in recent times there has been an escalation

of demands to link labour standards, such

as minimum wages levels and workers rights,

to trade policy at the regional, multilateral and

bilateral levels. In the last few years we
have seen the side agreement on labour

standards and environment prior to the ra-

tification by the US Congress of the North

"Presented at the seminar organised by CSIS,

Jakarta, 11 April 1996

American Free Trade Area (NAFTA), the

"Social Charter" of the European Union
(EU), and the demands made by the US and

France to introduce a "social clause" in the

mandate of the World Trade Organization

(WTO). In 1994 Indonesia was threatened

by the US that their GSP facility will be re-

moved if the government does not recog-

nise more than the one government sanc-

tioned labour union. While Indonesia con-

tinues to receive the GSP facility, it has led

to continued concerns and can in part be re-

lated to the govermnent's actions of raising

minimum wages in the last two years.'

Indonesia, along with the other ASEAN
member nations and many other developing

economies, opposed the demands to include

the social clause in the mandate of the WTO.

The minimum wages were raised by around 30

per cent each year in the last two years. Even though

the GSP privileges were being linked to the lack

of recognition of more than one labour union, many
interpreted the government's increase in minimum
wages as an indirect response to the pressures. Of
course domestic pressures also played a role.
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This position has been repeated by individual

ASEAN leaders as well as in various ASEAN

forums. Their position is that linking labour

standards to trade is just another means to

impose protectionist barriers against goods

from developing economies as competition

increases with trade liberalisation.

However, developing economies such

as the ASEAN members should also be aware

that domestic political economic pressures

of the developed countries and the record

of high unemployment levels in the develop-

ed countries, will ensure that the debate will

continue and even though the initiative

by France and the US to include the social

clause in the mandate of the WTO failed,

it was agreed nevertheless that the issue

should be discussed by the preparatory com-

mittee of WTO (Rao, 1995). The concluding

remarks of the Chairman of the Trade Nego-

tiations Committee noted that some partici-

pants (without mentioning the US and

France specifically), requested the WTO to

examine the relationship between trade and

various domestic policies including labour

standards. Thus labour standards and trade

policy has been officially identified as the

emerging new trade related issues along with

environment, investment and competition

policy.

Another telling sign that these issues

will be taken up again at the WTO Minis-

terial Meeting in December 1996 as evi-

denced by the statements made recently at

the G-7 Labour Ministers Meeting on April

2-3, 1996 in France. The meeting was con-

vened to discuss the high levels of unem-

ployment in industrialised countries. The

reality is that 24 million persons are regis-

tered as unemployed in the G-7 countries.

At the end of the meeting a call was made to

have continued trade liberalisation under the

WTO, but the "importance of enhancing core

labour standards around the world, and

examining the link between these standards

and international trade in appropriate fora"

was also stated. While the statement did

not go as far as to say that violation of

labour standards would lead to trade sanc-

tions, the importance of having the issue

on the international agenda was stressed

once again. It was also not as yet decided

which international fora that these issues

should be taken up in. Clearly France and

the US are in favour of the issue being ad-

dressed in the WTO, while Germany appears

to oppose it being addressed in the WTO.

After the meeting, the US Labour Secre-

tary was quoted as saying "The US posi-

tion has consistently been to work toward

core labour standards inside the World

Trade Organization, and to the extent that

there is language here which affirms our

interest in core labour standards, that's cer-

tainly a step in the right direction" (Jakarta

Post, April 3, 1996 quoting from Reuters).

Two studies were prepared for the meet-

ing which confirms that there should be no

link between trade and labour. The preli-

minary findings of the OECD study found

that there is no significant link between non

respect of minimum labour standards and

unfair competitive advantages which would

be the basis of trade sanctions. An ILO (In-

ternational Labour Office) study showed

that more trade with low wage developing

countries and technological change were

not the main causes of rampant unemploy-

ment in the industrialised countries. Slow

economic growth was the main cause leading

G-7 economies were operating at below fiill

capacity. Despite these findings, the state-
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merits made and the domestic political pres-

sures in some of the major G-7 economies
imply that it is very likely that the debate
will continue and will be on the agenda for

discussion at the upcoming WTO Minis-
terial Meeting in Singapore in December
1996. —

Thus, Indonesia and other developing

econoift'ies should be concerned about the

possibility of linking of trade policy with so-

cial issues such as labour standards, not

just because of the direct effect on some
of its industries, but due to the potential

for the social clause to be misused as dis-

guised protection and increased labour re-

lated trade disputes because of it. The con-

tinued growth of the Indonesian and other

ASEAN economies is predicated on the con-

tinuation of an open and rules based trading

system. Furthermore, the issue of harmoni-

sation "up" to some predetermined level

could encroach on national sovereignty, es-

pecially given that the social clause can
widen beyond labour standards, such as' -to

include human rights. More than environ-

ment, the labour standards issue is a North-

South issue which can affect global

trade liberalisation if it is not handled pro-

perly. Developed countries should develop a

response since the issue is not about to go

away, but rather as alluded to above there

will be an escalation for demands to entwine

labour and trade.

The Issues

The Reason for an Increase in the Demands
for Linking Trade and Labour

Several reasons can be identified for the

recent increase in linking labour standards

and trade policy. First is increased competi-

tion from imports in developed countries.

Rapid growth in world trade in goods and
services can in part be attributed to suc-
cessful liberalisation of traditional trade
barriers such as imports, and reduction in

international transport and communication
costs. The increased competition has led to

a shift in focus to domestic policies of im-
porting countries, including higher labour as

well as environmental standards, as the
source of the lack of competitiveness of firms

and industries to external competition. As
Anderson (1995) points out this has oc-

curred as new entrants to the world market,

with so-called lower standards, become sig-

nificant such as China, and it has also hap-

pened when less developed economies join a

regional agreement set up such as the entry

ofMexico into NAFTA and the Mediterranean

economies into EC. It is much easier after

all, to focus on the unfair competitive ad-

vantage of these countries where imports are

being sourced, rather than problems of com-

ipetitiveness and the need for restructuring

in their own countries.

Second is that the issue tends to emerge in

line with the labour market situation of the

Jdeveloped economies. The recent emergence

of labour standards in the WTO agenda can

be in part linked to the historically high un-

jsmployment rates in Europe of above 10 per

cent and decline in relative earnings of un-

skilled labour in the US. Even though there

is little evidence that imports from the low

wage countries contribute to the worsening

unemployment of lower skilled workers, the

linkage will continually be made due to the

domestic political conditions prevailing in

the developed countries.

Third is that greater integration among

people in the world will lead to a "global
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village" of shared concerns and with greater

integration and information flow in future,

the sense of shared concerns is likely to in-

crease rather than abate (Anderson, 1995).

Fourth is the demonstration effect. The

inclusion of a Protocol on Social Policy in

the Maastricht Treaty signed by EU govern-

ments (except for UK) in February 1992 and

the side agreement to the NAFTA in 1993

have encouraged proponents such as the

US to again attempt to put it on to the mul-

tilateral trade agenda under the WTO. In

fact the US has tried unsuccessfully to in-

clude labour standards in the Preparatory

Committee of GATT for the new round of

trade negotiations in 1986.

In the remainder of the paper the argu-

ments for linking trade and labour, and an

analysis of its merits are undertaken. How-

ever, the analysis is preceded by a definition

of the social clause and labour standards.

Defining Labour Standards and the Social

Clause

The term social clause emerges from the

argument that products produced with lower

standards are considered to be social dump-

ing and thus a social clause is needed to

regulate against such dumping.

There are variants in what is defined as

labour standards. The US Department of

Labour includes the freedom of association,

the right of labour to organise and bargain

collectively, prohibition of forced labour,

minimum age for employment and setting

acceptable conditions of work (i.e. decent

standard of living for workers and families,

specified annual paid holiday, a work week

not exceeding 48 hours, and minimum condi-

tions for the protection of safety and health

of workers). On the other hand, the EU's

social charter is broader and includes the

right to vocational training and protection

of elderly and disabled persons.

The International Labour Office (ILO)

has 174 conventions covering a wide range

of labour standards which has evolved

through a multilateral process over the last

75 years and is implemented voluntarily by

member states (Rao, 1995). There is no me-

chanism for enforcing the ILO Conven-

tions; enforcement has been done through

a peer pressure process. Within the GATT
and WTO there are no specifications about

labour standards, with the exception of Ar-

ticle XXe which allows contiacting parties

to exclude imports of goods produced with

prison labour.

Arguments for Introducing A Social Clause

in the Multilateral Trade Framework

There are several main arguments to sup-

port the case for introducing a social clause

into the multilateral trade framework. As

will be spelled out below, many of these ar-

guments can be shown to be weak.

The first is that domestic labour needs to

be protected against competition from coun-

tries not respecting basic labour standards.

The lower labour costs because standards

are not adhered to lead to loss of jobs in de-

veloped countries that import the goods pro-

duced by such labour. This argument can be

refuted by the conclusions of various studies.

The above mentioned ILO study, a previous

OECD Jobs Study (1994), and a number of

other studies conclude unanimously that

high rates of unemployment in industrialised
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countries (i.e. Europe) and the decline in the

relative wage of unskilled workers in other

developed countries (i.e. US) cannot be at-

tributed to trade. Rather the causes have
been related to their slow growth, technolo-

gical change, and institutional rigidities

which prevent timely adjustment to the

changing employment situation. Hence im-

posing a social clause on international trade

would not reduce unemployment or raise the

relative wages of unskilled labour in the

industrialised countries.

Second, as with environmental standards,

it is argued that lower labour standards

lead to lower labour costs and gives those

firms an unfair competitive edge and thus

leads to "social dumping". The restriction can

come through import barriers on the goods,,

fines (as in the case of the NAFTA side

agreement), denying preferential market

access as with the GSP or even sanctions.

It is maintained that what is at issue is not

the lower average wages, but the lower oc-

cupational and health standards, worker

rights to form unions and seek a minimum
wage level, and other improved conditions

of employment, use of child or prison or

forced labour, and derogation from national

labour laws in export processing zones (An-

derson, 1995). This issue is more complicated

than the first argument. In fact evidence

suggests that adherence to basic labour

standards as demanded by the US erodes

the cost advantages of countries with sur-

plus labour and raises wages that is too rapid

based on its level of economic development

and labour supply situation. A study done

by OECD (1995) shows that premature im-

position of Western style labour laws and re-

gulations in a number of Latin American

countries not only created a labour elite in
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the relatively small formal sector of the eco-

nomy, but also damned the international

competitiveness of domestic industries, which
was then offset by a protectionist policy.

The elimination of such excessive labour

standards was in fact part of their structural

adjustment programs to bring them back on
a sustainable growth path.

Third is that enforcement of what is con-

sidered as basic humanitarian rights. Advoc-

ates for higher standards tend to support

limiting market access of goods from lower

standard countries because it will reduce the

resistance by local firms to adopt higher

standards and force the importing country

to adopt higher standards. The argument for

higher standards is in turn based on the

belief that higher standards will raise a

country's welfare. Another strand of this

argument is what has been termed as the

"race to the bottom", that is, in order to

compete by pressing labour costs and to en-

courage investments countries compete by

lowering their standards, which in turn leads

to a downward harmonisation trend. Sug-

gestions to raise labour standards and pre-

vent a downward harmonisation of stand-

ards in turn often lead to recommendations

that there be international harmonisation of

labour standards. The justification for the

use of trade policy is that other policy tools

and agreements such as ILO have not been

effective in enforcing basic labour rights and

benefits in developing countries.

This argument is weak because as in the

case of environment, there is no justification

for optimal standards to be the same across

all countries since there are different pre-

vailing conditions. For instance, the min-

imum age of employment will vary with edu-

cation infrastructure and levels of income
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and the minimum wage will vary with income

levels. Furthermore, there is also no way

to ensure that in a situation with multiple

labour standards, raising one standard will

not affect other standards adversely. For in-

stance, raising minimum wages could lead

to worsening worker conditions as previous

benefits which were not counted as wages

are eliminated to compensate for the higher

wage. In fact there might be different labour

standards for given level of economic and

social development, and that the scope of

implementing those standards may only

apply to the formal sector of the economy

since it would not be possible to enforce on

the often larger informal sector. In terms of

sequencing, the economists argue that ex-

perience and empirical evidence indicate

that even relatively disadvantaged workers

e.g. in agriculture and constructions, were

able to benefit from the rapid economic

growth in a number of Asian economies.

This is of course the argument that eco-

nomic development first and labour stand-

ards will follow later, and the end result

will be higher welfare.

Other than premature enforcement of la-

bour standards leading to unemployment,

using the trade policy tool, will affect growth

and employment absorption in the formal

sector. Thus, the situation faced by labour

could in fact be worse since they could

either be unemployed or have to work in

the informal sector where the conditions are

likely to be worse. Affecting income growth

will also affect the pattern that standards,

including labour and environmental, tend

to also rise with per capita income.

Economists have also argued that if the

objective is to increase labour standards

then economists have further argued that

the trade policy instrument is a blunt one or

second or even third best because it does

not address the source of the problem direct-

ly. An optimal or first best policy would be

to identify the source of the market failure

that leads to the lower labour standards

(and welfare) and intervene directly; trade

policy is an indirect means to address the

market failure.

Even if it is then argued that trade policy

should be used since it is difficult or imposs-

ible to undertake the first best policy, trade

policy in the form of sanctions or market

access limitations means that the cost is

being borne by the country with the lower

standards. As Rao (1995) points out, if de-

veloped countries demand to have higher

standards based on humanitarian or moral

considerations, then they should be willing

to compensate the country being subject to

such demands for the lost output in having

to comply with higher standards, ff the so-

cial objective of the US is seeing the same

standards established worldwide, then the

US should be willing to bear the cost of

the lost output ~ "in the absence of such

willingness, it is difficuh to take seriously

the moral basis of the demand for higher

standards" (Rao, 1995, p. 12).

Others have often also made the com-

parison between linking trade and labour

with the case for trade and environment.

However, the link between labour standards

and trade policy has less economic justifi-

cation than that of environment since there

are no potential physical international spill-

overs. In the case of environment policy,

there is a potential negative transnational

externality. For instance, there could be cross

border pollution spillovers due to a river
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flowing between two countries. It is then
argued that in such a situation, there is jus-

tification for another country to intervene.

Even so, in the case of envirorunent, it is

also argued that import restriction may not

be the optimal way to intervene since it

does not address the root of the problem.

In the case of labour standards, the push
for higher standards presumes that initially

the standards are below what the society

regards as optimum and the benefits of the

standards are not fiilly internalised by the

market so that the outcome is lower than

socially optimal standards. This can then

provide the basis for welfare improving
intervention, but by the national goverrmient

and not by a government from another

country as in the case of transnational ex-

ternalities.

Beyond transnational externalities, it is

often further argued even though there is

no physical spillovers such as with envir-

onmental standards, there are the psycho-

logical spillovers of worker conditions and
rights, which it is then maintained needs

action at the international level. However
as with environment, there are very few eco-

nomically justifi-able instances when trade

policy would be the right instrument to

achieve the objective of better working con-

ditions and protecting the rights of workers.

From an international law perspective

Tay (1996) also points out other weak-

nesses with the argument about the lack of

coercive power to enforce basic human and

labour rights (and international law gener-

ally) ~ leading to the conclusion that trade

sanctions make a "handy weapon". This is

of course similar to the approach toward

human rights. In fact Tay (1996) points out

that what is termed as basic labour rights

-freedom of association, protection against

slavery/forced labour, protection against
discrimination, protection of children -
are also included in the International Cove-
nant on Economic, Social, Cultural Rights.

Tay also argues against the use of trade

sanctions for the following reasons:

(1) Human and labour rights should be pro-

moted in line with the Universal De-
claration of Human Rights; "its absence

should not be punished" (Tay 1996: 32).

Especially if one believes that the ab-

sence is linked to level of development

and thus, trade sanctions will in turn

affect the path of development (Similar

to economists argument).

(2) "Human and labour rights should not

be judged by its violation, but by its ob-

servance" (Tay (1996: 32)): otherwise a

single violation will be considered as

sufficient for sanctions. He points out

that this is why the UN system has not

sought for collective action against

human rights violation; only in the case

of persistent and widespread transgres-

sion have states been held accountable.

Thus if one wanted to adopt a social

clause and trade sanction approach, it

should only be applied to a continuous

pattern of transgression and not an

isolated incident ~ distinguishing be-

tween these is of course very difficult.

(3) "Social clause does not distinguish be-

tween state actions and private actors"

(Tay (1996: 32)). Globalisation means

that possible targets and violators are

foreign companies who do not belong

to the host country and as such develop-

ing countries may face trade sanctions

which are caused by foreign companies.
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(4) Tay (1996: 32) points out that ILO con-

ventions and human rights may be wide-

ly ratified in other regions, but less so

in ASEAN and Asia. But these latter

countries are member of the GATT/

WTO. The idea of social clause to link

GATT and ILO conventions forces

GATT members to comply to those con-

ventions even though they did not ra-

tify it ~ this is against the idea of state

consent and sovereignty which is the

core tenet of international law.

(5) As with economists, Tay also argues

that the social clause link to trade sanc-

tions can be subject to abuse by protec-

tionists. There is also the danger that

trade sanctions will not be decided in a

multilateral setting but applied unilateral-

ly by developed countries against de-

veloping countries. In reality it is diffi-

cult to separate the interests of the high

labour standard advocates and the pro-

tectionists because the instrument is

the same ~ limiting market access. It

should be remembered that protect-

ionist actions not only hurt the country

which is subjected to the protection

but also affects the developed coun-

tries and world trading system.

Given these considerations, the arguments

for introducing a social clause and harmon-

isation of labour standards appear weak, but

given that there will be continued pressure

to include the social clause in one way or

another, and a continued support for the

argument that a "stick" is needed, what

are the possible responses and alternative

solutions to responding these develop-

ments?
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Possible Responses

Indonesia and other developing econom-

ies should be aware that the issue of linking

trade policy with social issues such as labour

standards will not go away, even though ra-

tional economic analysis provide no support

for the link. It will be crucial to join in the

debate to ensure that the issue does not get

linked officially with trade policy given the

dangers of disguised protection and en-

croachment on sovereignty over a number

of sensitive issues domestically.

The social clause issue will not go away

and in fact there are indications that it will

escalate given the domestic political-eco-

nomic factors that the developed countries

are facing and continued concerns about un-

employment as indicated by the recent G-7

meeting amongst labour-minister. Therefore,

developing countries will have to respond

or be overridden. Furthermore, developing

countries such as Indonesia should be con-

cerned with what is now termed a human

centred and sustainable development. This

essentially means that growth is not just

about increasing growth rates and GDP/

capita; it is about growth that is sustainable

in the long run which means reconciling

growth with human needs and environment,

and between present and future genera-

tions. This should be the starting point,

and the debate then ensues as to how to

achieve it and what is the role of internatio-

nal or multilateral fora in ensuring that

basic human or labour standards are met -t

this is the third argument outlined above.

Continued dissemination about the rela-

tive weaknesses of the arguments pointed

out above should be continued, and the fo-

cus should be more on the third line of
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reasoning. That is acceptance that minimum
human and labour rights are universal ob-
jectives, and whether trade sanctions are
the way to go? In order to address this issue

adequately several more detailed questions

need to be discussed and analysed in the
near future:

(1) What are the universal labour rights

that should be everyone's objective? Do
we use ILO convention, or does there

have to be new discussions?

(2) Where do we limit the standards and
rights to be addressed in the international

fora, and which ones to be left up to the

, .. . sovereign nation?

(3) Which international fora?

(4) Linked to 3. What are then the enforce-,

ment mechanism: sanctions vs. peer pres-

sure/education/training? Should we care

only about the universal rights, or should

there be other means to ensure that the

remaining rights and standards that are

the sovereign nation's right also be moni-

tored?

Which Labour Rights and Standards?

Can a minimum understanding of labour

standards be achieved by developed and
developing economies (multilateral level

agreement)? The standards also have to be

feasible to implement. Gary Fields (1994) as

quoted in Rao (1995) makes the distinction

between labour rights and labour standards,

where labour rights are the fundamental

rights like human rights and should be en-

forced in every country. Examples of labour

rights are banning slavery and forced

labour; labour have to be fully aware of the

THE INDONESIAN QUARTERLY. XXIV/2

safety and health risks that they are sub-
jected to; accounting for economic circum-
stances, child labour should be dissuaded;
and labour should be allowed to have free-

dom of association in the workplace and the
right to organise and bargain collectively

with employers. Even though it will be difficult

to achieve agreement on these basic
rights, an attempt should be made to get a
consensus on the basic labour rights rather

than forcing developing economies to adopt
them through trade sanctions and market
access limitations. In extreme circumstances

where there is blatant violation, there can be
a case for all countries to get together and
impose trade sanctions on the violating

country.

As pointed out above, ILO is a more suit-

able institution because agreement on basic

labour rights can be achieved in a consensus

manner. ILO conventions apply only to coun-

tries that have ratified them, except for the

conventions related to the freedom of asso-

ciation and collective bargaining which
apply to all ILO members. There is no enfor-

cement mechanism for compliance and in-

stead ILO's approach on enforcement is based

on consultation and assistance (technical

and other) mechanisms to persuade and help

national goverimients to enforce standards

and peer pressure.

ELO conventions cover a wide range of

areas which can be grouped into six main

categories (OECD, 1995) and already include

the basic labour rights mentioned above:

(1) Fundamental human rights: right to

organise, abolition of slavery and forced

labour, equal pay and working condi-

Evcn so the effectiveness of trade sanctions are

also questionable (Hufbaucr, Schott and Eliott (1990)).
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tions, race and sex should not motivate

unequal pay, occupation and career

path.

(2) Minimum wages and protection ofwages

:

legislate minimum wage, system of in-

spection and sanctions for non com-

pliance, guarantees to protect payments

of wages.

(3) Conditions of Termination of Employ-

ment (to provide minimum employment

security): valid reasons for termination,

right to defend themselves and appeal

against the decision, reasonable period

of notice or financial compensation, and

retrenched workers to get severance

pay, unemployment benefits or other

social security allowances.

(4) Working Conditions: virtual elimination

of child labour (minimum age of less

than 15 years), regulate night work

for youths, maximum working hours (48

hours/week, 8 hour day) and rest period,

safety and health regulations, infor-

mation on health and safety risks sub-

jected to and if necessary training.

(5) Employment and social' p^olicies: voca-

tional training, basic aims and standards

of social policy to improve living stand-

ards and basic living conditions.

Ratification of ILO Convention on Core Labor Rights

(as of 31 Dec. 1993)

Freedom of Right to Minimum Force Abolition

Association organize Age Labor of forced

& collective Labor

bargaining

Indonesia R R

Malaysia R R R

Philippines R R

Singapore R R R

Thailand R R

Source: OECD 1995.

R mean ratified.

,5 yvji.

(6) Industrial relations: promotion of collec-

tive agreements and tripartite consul-

tative procedures.

The basic labour rights or core labour

standards such as freedom of association,

right to organise, collective bargaining posi-

tion and setting conditions governing child

labour and not allowing forced labour call

for government regulations and implementa-

tion does not rely on other conventions since

they are part of the ILO constitution (i.e. all

members have to abide). Other rights and

standards are imbedded in conventions and

rely on government regulation and collective

bargaining to ensure their application. Thus,

core rights can promote other rights and

better labour conditions included under other

rights and standards. How do the ASEAN eco-

nomies fare with regard to the core labour

rights under the ILO conventions?

Despite ratification of some of these

core labour rights, especially the right to or-

ganise, it has also been pointed out that

there are still ways that authorities can in-

fluence the formation of independent unions

through direct or indirect influence. For the

ASEAN economies according to ILO and

other sources as quoted in OECD (1995), in

Singapore the ruling party maintains close

links with the main union federation, in

Indonesia there is some political control,

while in the other ASEAN economies there

is purportedly no interference. Indirect ways

would be through restrictions such as im-

posing discretionary registration and recog-

nition requirements such as only one union

and denying recognition to unions which

run counter to the "national interest".

Thus, one should utilise existing con-

ventions including the human rights con-
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vention, to come to some consensus on the
basic and universal rights.

Which Fora?

As indicated above there are moves for

the issues to be addressed under the WTO
with the trade to labour link, as well as the

perception that the ILO has not been able to

ensure the implementation of the various
codes that countries have ratified because
there are no explicit sanctions. Putting it on
the WTO agenda implies that it is a trade re-

lated issue and as was argued above trade is

not the root of the problem of lower social

standards, and thus trade policy action will

rarely be the first best solution. Further-

more, it is early days for the WTO and it

will be challenging enough to ensure the

implementation of what has already been
agreed upon in the Uruguay Round and con-

solidating its role in thb world, without
having to the additional burden of dealing

with these potentially difficult issues.

If the issue at hand is ensuring higher la-

bour standards world wide, especially for the

"psychological" benefits of the developed

economies, then the proper forum may be the

International Labour Office (ILO) which has

been involved with labour standard issues

for the last 75 years, and if the issue is the

lack of sanctions leading to non compliance

of the codes, then what needs to be dis-

cussed is how to improve compliance and
enforcement. The main reservation with re-

gard to using the ILO is this lack of enfor-

cement mechanism because there is no
sanction. Countries like the US and some in

the EU (exception are probably Great Britain

and Germany) feel that the issue thus has to

be addressed in the WTO and OECD Trade

THE INDONESIAN QUARTERLY, XXIV/2

Committee, and if not, they will push ahead
on the bilateral (US and EUvs. ASEAN or
each ASEAN country) and even unilateral
front. While the issue was avoided at the
recent Asian European Summit, it does not
mean it will go away. Given the latter danger,
some have argued, then it is perhaps still

preferable from a small developing country
perspective, that rather than face continued
threat of unilateral US actions against indi-

vidual countries that the issue be addressed
in the multilateral fora such as WTO. Then a
decision needs to be made as to how it

should be addressed, with very clear limita-

tions such as the basic labour standards and
very clear and transparent guidelines to any
trade action (i.e. not for isolated cased, how
to determine continuous transgression; which
basic labour standards, dispute settlement

mechanism etc.). - '•

Enforcement Mechanism

Here the main issue is under what condi-

tions should there be sanctions and what
should the sanctions be. If the issue is in the

end addressed in the WTO, then trade sanc-

tions will be the way to go and as pointed

out above, one will have to be very careful

in how it will be included. It does not seem
feasible to consider sanctions under the ILO
framework.

It would appear that the way to go would
be to strengthen the present monitoring, peer

pressure and technical assistance/training

approach by ILO. It will be important for

ways and means to achieve this to be ele-

vated to priority if we are to avoid the less

preferable alternative of trade sanctions.

There needs to be more dialogue, consensus

approach, strengthening peer pressure, mo-
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nitoring and review. It is preferable for de-

veloping countries to undertake voluntary

introduction of legislation and improvement

of implementation voluntarily and unilate-

rally, rather than being forced with a "stick"

and maybe fulfilling standards and condi-

> tions that are inappropriate with the level

of development and social conditions. De-

veloping countries and groups within these

countries, should also play an informational

and promotional role to push for continuous

change.
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Industrial Concentration and
Competition in Manufacturing*

Kelly Bird

Summary

INDUSTRIAL concentration in Indo-

nesia (defined here as the extent to

which anindustry is dominated by
the largest firms) is high, but shows a long

term decline. According to the latest Biro

Pusat Statistik Annual Manufacturing Sur-

vey of Medium and Large-Scale industries,

the percentage of total industries with a

four-firm concentration ratio (combined out-

put share of the four largest firms) above

75 per cent has declined from 38.2 per

cent in 1975 to 23.6 per cent in 1990, but

increased to 30 per cent in 1993. It is too

early to know whether the latest increase is

a short-term fluctuation around the long-

term trend or a break in the long-term.

Industrial concentration statistics, as prox-

ies for the degree of oligopoly, are misleading

*Paper presented at a seminar on Kebijaksanaan

Persaingan dan Usaha Kecil [Competition Policy and

Small-scale Manufacturing Industries] organised by

CSIS, Jakarta, 19 March 1996.

for several reasons. First, it is possible to

find high concentrated industries that are

price competitive (sheet glass). It is also pos-

sible to find low concentrated industries that

are not price competitive (for example: sugar).

In evaluating the competitive structure of an

industry other information is required, be-

sides the level of concentration. The most im-

portant is price behaviour of firms: flexible

prices indicate competitive conditions pre-

vailing in the industry, even if it is persist-

entiy concentrated. Rigid prices indicate (but

not proof of) a tendency for firms to co-

operate in setting prices. Other important in-

formation is barriers to entry (including re-

gulation), import competition and protection.

In the absence of price data, economists will

complement concentration statistics with

other measures of competition: changes in

market shares of the leading firms in an indus-

try and import competition or effective rates

of protection.

Changes in market share of leading firms

measure the "outcome" of competition among
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the big firms in a concentrated industry.

While stable market shares are consistent in

principle with collusion or competition, most

economists would argue that unstable mar-

ket shares are inconsistent with effective

collusion. In other words, if market shares

of the leading firms are constantly changing

(i.e. unstable), this would indicate that com-

petitive conditions are prevailing in that in-

dustry, even it it is persistently concentrated

overtime.

Import competition is a major source of

competition for a small, open industrial sector

like Indonesia's. Import competiton will limit

market power in most, but not all, industries.

The trade policy reforms over the last decade

has increased exposure of many industries

to the pressures of import competition. The

amount of protection from imports afforded

to a domestic industry is measured by the es-

timated effective rate of protection (ERP).

The effective rate of protection is defined as

the average percentage excess of actual value

added per unit of gross output in an industry

over estimated value added per unit under

free trade, at the same nominal exchange rate

(Fane and Phillips, 1991). If the ERP is

greater than zero, then the industry has been

given positive protection from import com-

petition. The average effective rates of pro-

tection given to nonoil/gas manufacturing

has declined from 80 per cent in 1987 to 23

per cent in 1995.

When changes in market ^"har^is and effec-

tive rates of protection are considered, the

number of concentrated industries that may

have a lack of competition is likely to be less

than the number of concentrated industries

would suggest. Although the results have to

be interpreted with caution, they do indicate

that levels of concentration alone are in-

sufficient to make inferences about the com-

petitive structure of industries.

Market Structures: What are Mono-
polies and Oligopolies?

When people talk of monopoly or oligo-

poly they have in mind a market that is "con-

trolled" by one firm or a few firms that ac-

coimt for a very large share of the market. The

consequences for the competitiveness of the

industry, as the argument goes, is that firms

will be pricing excessively and earning profits

above the level that would be attained if

there were a large number of small firms. Al-

though it is true that a necessary condition of

a monopoly is that there can orJy be one

producer and in the case of an oligopoly a

few large firms, this does not prove that the

market is anti-competitive. Other important

information is required to evaluate the compet-

itiveness of an industry such as, firm beha-

viour (prices, advertising etc.), barriers to

entry, regulation and import protection.

Table 1 shows the four standard types

of markets with different implications for

competitiveness that can be found in Indo-

nesian manufacturing. The categories dO;

shade into each other at the boundaries and

classifying some industries will be subjectivje,

and possibly debatable. The structural fea-;

tures and conduct described in the table

should also be treated as a "rule of thumb"

only.

A monopoly is a market that has one pro-

ducer and entry is effectively blocked. The

monopolist has control over the level and

structure of prices, ff barriers to entry are low

the monopolist is unlikely to have control

over the level of prices in the long run. If
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Table 1

STANDARD TYPES OF MARKEf'stf^acVuR^S

Market Structures Structural features Conduct Performance

Anti-competitive Pure monopoly (1) One producer

(2) Control over the level and
structure of prices

(3) Entry is blockaded

(4) No or little import competition

Prices are rigid Excess profits or low
profits are possible

Dominant firm (1) The largest firm's market
share is somewhere between
50% and 90%
The second largest firm has
a market share half of the first firm

(2) Control over the level and
structure of prices

(3) High barriers to entry

(4) Insufficient import competition

Excessive pricing

possible
Earns profits above
competitive level

Tight oligopoly (1 ) A CR4 above 75% a tendency towards
(2) No change in the pattern of cooperation as

market share among the leading firms shown by rigid

(3) Medium and high entry barriers prices over time
(4) Insufficient import competition

(5) Also included here are industries

that may have a low CR4, but regulation

effectivelly removes competition

May earn profits above
the competitive level,

but this is not

necessary to establish

a tight oligopoly

Effectively Loose oligopoly

Competitive
(1) A CR4 above 75%
(2) Market shares of the leading firms

are unstable

(3) Low barriers to entry

(4) Import competition

Prices are flexible Profits are at

competitive levels

Other Industries (1) CR4 below 50%
(2) Market shares are unstable

(3) low barriers to entry

(4) Import competition

(5) absence of regulation limiting

competition

Prices are flexible Profits are at

competitive levels

Source: Shepherd (1982) and Utton (1986).

the monopolist prices above the competitive

level, entry will occur eventually dissipating

monopoly profits and driving the price down
to competitive levels, and if the moriopolist

wants to deter entry it will have to price at

competitive levels.

., ,A dominant firm has a market share of 50

per cent to over 90 per cent and the second

ranked firm has a share less than half that of

the market leader. High entry barriers: An
ability to control pricing and earn rates of

return above the competitive rate of return.

A tight oligopoly. Four firm concentration

ratio above 75 per cent with stable pattern of

market shares. Medium to high entry barriers:

A tendency towards cooperation, shown espe-

cially by rigid prices. Excess profits are nei^^

ther necessary or sufficient to establish the

existence of tight oligopoly. Also included

here are markets that have a large number

of small firms (and a low GR4), but govern-

ment regulations remove or manage competi-

tion through price controls and/or restrict-

ing entry, and imports. One well known exam-,

pie is sugar: entry restrictions and price con-
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trols have effectively eliminated competition

in this industry.

Effective competition: Four-firm concen-

tration ratio below 50 per cent, with unstable

market shares and flexible pricing. Low entry

barriers, low profits: This category includes

loose oligopoly: those industries with a CR4

above 75 per cent, but entry barriers are low,

market shares are unstable, and pricing is flex-

ible.

From Table 1, at least three important

points should be emphasised. First, it may be

misleading to use concentration statistics as

a measure of the intensity of competition in

an industry. Aii industry with a CR4 above

75 per cent could be either a tight oligopoly

or a loose oligopoly. That is, healthy com-

petitive conditions may prevail in an indus-

try even if it is persistently concentrated

over time. Hence, the focus of analysis should

not always be on the structure of these indus-

tries, but on how the leading firms behave

in terms of pricing in the long run.

Second, in evaluating the competitiveness

of an industry other information is needed

such as; the degree of barriers to entry (e.g.

some kinds of exclusive dealership, concen-

trated vertical integration, product differentia-

tion), horizontal relationships between firms

in a market, the level of import competition,

protection from imports, regulations and so

on.

Third, the above classification of market

structures is a "snap shot" and in reality these

structures will change over time for many in-

dustries as technology, market size, and de-

mand conditions change. For example, the sheet

glass industry was effectively a monopoly

until 1992 when a large firm entered the indus-

tfy.-' Since then it is believed that prices of

different kinds of sheet glass products have

become more competitive. Conversely, the

soyabean processing industry (ISIC 31242)

has become concentrated as the result of a

large entrant in 1988. Import protection in this

industry has also increased over the same

period as indicated by its estimated effective

rate of protection rising from -38 per cent in

1987 to + 25 per cent in 1995 (Condon and

Fane, forthcoming). Therefore, it is important

to examine markets over a long period of

time because competition is a long run phe-

nomena and markets may be in the process

of adjustment towards their long run state.

Industrial Concentration, Market
Share Changes Among Leading
Firms and Import Competition

In most discussion on market structures

and competition, economists do not usually

have the detailed information on pricing

behaviour, and therefore rely on industrial

concentration statistics such as the four-

firm concentration ratio.

Table 1 shows that as a "rule of thumb"

a four-firm concentration ratio above 75 per

cent is indicative of an oligopoly. Some eco-

nomists use a lower boundary of 60 per cent.

Industries with a CR4 less than 50 per cent

will be competitive in the absence of regula-

tions "managing" competition.

However, as just noted, it can be mis-

leading to use concentration statistics as a

measure of the intensity of competition in

an industry. In the absence of prices, econom-

ists will normally turn to two other comple-

mentary measures of the degree of competi-

tion: (1)' changes in market share of the
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leading firms and (2) import penetration and/

pr effective rates protection.

Industrial Concentration and Competition

in Indonesian Manufacturing

Two important questions are examined

in this section of the paper: (1) Has indus-

trial concentration increased or declined over

time? and (2) Do CR4s over-state the pre-

sence of oligopolies in ' Indonesian manu-

facturing?

Trends in Industrial Concentration

Industrial concentration is the extent to

which the individual market is dominated by

its largest sellers. Here it is measured by the

four-firm concentration ratio. The data base

is the backcasted Aimual Manufacturing Sur-

vey's of Medium and Large-Scale industries,

1975-1993, produced by Biro Pusat Statistik.

The survey's attempt to enumerate all estab-

lishments which employ more than' 20

workers. The surveys classify firms into one

of 119 industries. In the following analysis,

nine industries are dropped because their

classification is too broad to have any eco-

nomic
.
meaning. This leaves 110 industries

in the sample.

The surveys have several limitations.

First, the entity is based on the establish-

ment and not on the enterprise group (the

firm). Hence, some industries will be con-

centration by ownership, but this will not

be captured by the data set. Several indus-

tries' concentration ratios (cement, sheet

glass, noddles, tyres and tubes) have been
adjusted to take account of ownership using

other published, sources.

Second, the CR4s are not adjusted to im-

port share of output and will therefore over-

estimate concentration for some industries.

Third, the ratios are based on the assumption

that all markets are national ones. Hence, the

CR4s will under-estimate concentration in

regionally segmented markets. Given these

limitations in the date base, the levels and

trends in industrial concentration have to

be treated with^cautipn.

The evidence for Indonesian manufactur-

ing suggests that industrial concentration has

declined since 1975. There has been an in-

crease in the percentage of industries with a

CR4 above 75 per cent since 1990, but it is

too early to know whether this increase is a

short term fluctuation around the long term

trend or possible change in the trend.

Figure 1

TRENPS IN^fVERAGE CONCENTRATION: 1975-1993

0.6

0.5 •

0.4

0.3

0.2

0.1

0

- Skriplc Average CR4

-Weighted Average CR4

1975 1980 1985 1990 1993

Source: BPS, Backcasted Annual Manufacturing Survey 's 1975-1993, and own estimates.
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Average Concentration

Two average CR4s are presented inFigure 1

:

the simple average CR4 and the weighted

average CR4 using each industry's share of

output in 1975 as weights. The weighted aver-

age CR4 is the preferred one, because it takes

into account differences in industry output

size. Using 1975 output weights controls for

inter-industry differences in output growth

over the review period.

The weighted average CR4 has declined

over the period 1975 to 1993, although most

of the decline occurred before 1985 (Figure 1).

The simple average CR4 is consistently above

the weighted average CR4, indicating that

smaller industries are more concentrated re-

lative to larger industries.

An important question is: Do highly con-

centrated industries decline over time? One

way of examining this question is to group

industries according to their initial CR4 value

in 1975 and tiace each group's average CR4

over time. Industries are classified into one of

four CR4 class intervals: CR4 greater than 75

per cent, between 50 per cent and 75 per cent,

between 25 per cent and 50 per cent and less

than 25 per cent.

Figure!

Figure 2 shows the trend in average CR4s

of each concentraton class interval. Highly

concentrated industries experienced a con-

sistent decline in average concentration from

1975 to 1990, but a slight increase between

1990 and 1993.

Distribution ofIndustries by CR4 Class

The percentage of manufacturing indus-

tries that have a CR4 above 75 per cent has

substantially declined from 1975 to 1990,

although most of the decline occurred be-

fore 1985. Since 1990 the percentage of high-

ly concentrated industried has increased, but

still remains below the percentages recorded

in 1975 to 1985.

Do CR4s Over-State the Presence of

Oligopolies in Indonesian Manufacturing?

When changes in market share among

the leading firms and the effective rates

of protection are considered the number of

high concentrated industries that may have

a lack of competition is considerably less

than the number of concentrated industries

would suggest. This indicates that CR4s are

likely to over-state the presence of oligo-

polies in manufacturing.

TRENDS IN AVERAGE CONCENTRATION IN MANUFACTURING INDUSTRIES: 1975-1993

(Distributed According to 1975 values ofCR4)

—•— CR4>76%
—•— 60'A<CR4<76%

— — 25'A<CR4<60*/4

CR4<25%

1975 1980 1985 1990 1993

Source: BPS, BackcastedAnnual Manufacturing Survey 's 1975-1993, and own estimates.
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Tabic 2

CUMULATIVE PERCENTAGE DISTRIBUTION OF
INDUSTRIES BY CR4 CLASS: 1975-93

1975 1985 1990 1993

38.2 25.5 23.6 30.0

70.0 52.7 50.9 52.7

89.1 82.7 83.6 85.5

100.0 100.0 100.0 100.0

Source: BPS and own estimates.

Table 3

CUMULATIVE PERCENTAGE DISTRIBUTION OF
CONCENTRATED INDUSTRIES BY ERP CLASS

ERP Class Industries with a CR4 Industries with a CR4
(%) greater than 75% between 50% and 75%

1987 1995 1987 1995

60CH- 22.7 3.7 16.0 4.8

150 27.2 11.1 36.0 9.6

50 72.7 44.4 80.0 33.4

0 95.4 66.6 92.0 76.3

Source: BPS and own estimates.

Effective rates of protection taken from Condon and Fane (forth-

coming). Several concentrated industries are not included in

Table 3, because of problems with matching industries between
the Input-Output Tables (from which the ERP are calculated)

and the annual manufacturing surveys (from which the CR4s
are calculated).

Table 4

PERCENTAGE OF CONCENTRATED INDUSTRIES
WHERE THE LEADING FIRMS HAVE A STABLE

PATTERN OF MARKET SHARE: 1985-90

Industries with a Industries with a

CR4 greater CR4 between

than 75% 50% and 75%
(%) (%)

Stable Market Shares 41 26

Unstable Maket Shares 59 74

Total 100.0 100.0

Source: Bird, K (forthcoming).

Trade Policy

The percentage of highly concentrated

industries that have effective rates of pro-

tection above zero has declined consider-

ably since 1987 (Table 3). This indicates that

trade reform has increased the competiti-

veness of a substantial number of concen-
trated industries by exposing them to the

pressures of import competition. The table

also suggests that increases in competition
in several industries can be achieved by
simply reducing trade protection.

However, import competition may not be
sufficient in constraining oligopoly pricing

in some kinds of industries: products that

have a high vi'eight-to-value ratio subject to

high transportation costs, perishables, and
products covered by exclusive dealerships

will be protected from imports up to a limit.

In these cases government initiatives beyond

trade reform may be needed.

Market Share Changes of Leading Firms in

Concentrated Industries

In 59 per cent of all persistently concen-

trated industries, market shares among the

leading establishments were imstable (Table

4). Conversely, in 41 per cent of all concen-

trated industries there were no significant

changes in market shares of the leading es-

tablishments. Although the results have to

be interpreted with caution, because they are

based on establishment data, they do sug-

gest that concentration ratios alone are not suf-

ficient to infer the lack of competition in

an industry.
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Does Sustainable Development
Harm International Trade?

Kumya Roesad

Introduction

THE notion of Sustainable Develop-

ment has become the guiding prin-

ciple for policy makers in the 1990s.

Defined by the Bnmdtland Commission as

"development which meets the needs of the

present generation without compromising the

capabilities of the future generations to meet

their own needs" (WCED 1987, 46), Sustain-

able Development provides a very broad con-

cept which attempts to reconcile economic

growth with environmental objectives. Some

criticise the vagueness of the term : like "de-

mocracy" everybody is in favour of it, but

how to achieve it and how to make it work-

able is the subject of countless disputes

(Redclift 1992).

However, it is safe to argue that Sustain-

able Development contains two dimensions,

an economic one and an environmental one.

The above question describes the former po-

sition which emphasises a trade-off between

these two. According to this view environ-

mental deterioration is an acceptable side-

effect of economic development and efforts

to protect the environment should not jeo-

pardise free trade which is commonly seen

as one engine of economic growth. This is

particularly true for ASEAN countries, where

trade and foreign investment play a vital

role in economic development planning. En-

vironmentalists, however, underline the im-

pact of economic activities on the world's

natural resource base and its ecological carry-

ing capacity to absorb waste emissions. Trade

plays a pivotal role in this regard, since more

than a quarter of the world's physical trade

involves primary goods (WWI 1993).

The main argument of this paper is that

the current trade regime under, the World

Trade Organization (WTO) is still dominated

by an economistic interpretation of Sustain-

able Development. This makes the integration

of economic and environmental protection

goals difficult to achieve, leaving instead

ample room for a continuation of the old

North-South conflict. Therefore, the existing
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international structure for dealing with trade

and the environment is insufficient, since no

institutional mechanisms exist to negotiate

issues in an integrated fashion.

This line of argument will be pursued in

the following manner. First, it seems im-

portant to give an overview of the conceptual

debate on Sustainable Development and to

present the main line of thoughts within the

field of environmental economics, since these

form the philosophical foundations for the

trade environment debate. Second, the dif-

ferent views on the impact of trade on the

environment will be described in more detail.

Lastly, some implications of the trade-envir-

omnent debate for fiiture institution-build-

ing within the current trade regime will be

discussed.

What Does Sustainable Develop-

ment Mean?

The concept of Sustainable Development

contains two assumptions: first, it is sug-

gested that human actions should aim to sa-

tisfy the basic needs of the current society

(intra-generational equity); second, it also

emphasises the necessity to preserve the en-

vironmental conditions of the earth in such

a way that future people can lead a joyful

life {intergenerational equity) (Jacobs 1991).

Sustainability is commonly interpreted as

the pursuit of traditional goals of economic

development, such as a high GNP as a means

to satisfy basic needs, plus ecological goals

(Lele 1991). However, different dimensions of

sustainability do exist and the debate over

the interpretation of Sustainable Development

(SD) is frequently characterised by a rift be-

tween two schools of thoughts (see Table 1).

Technocentric or Sustained Growth posi-

tions believe that economic growth itself is

the best remedy to overcome environmental

constraints. In its extreme version. Very Weak

Sustainability (VWS) or Frontier Economics,

treats nature as an infinite supply of physical

resources (i.e. raw materials, energy, water, soil,

air) to be used for economic activities. Con-

sequently nature is regarded as an infinite

sink for the by-products of development, in

the form of various types of pollution and

ecological degradation. The economy is seen

as disembodied from nature with production

and consumption activities within a com-

pletely closed system (Colby 1990, 9).

On the other side
,
Very Strong Sustain-

ability or Deep Ecology (ecocentric) inter-

pretations of SD argue that there are ecolog-

ical conditions which constrain human activ-

ities. More precisely, limits to growth ~ as

described by Meadows (1972) in the early

1970s - require a non-anthropocentric, bio-

centric and harmonious view of the relation-

ship between man and nature. In fact, this

means a complete rejection of the pure neo-

classical and Marxist concepts with their

ignorance of ecological variables. Man is to

be subjected under nature, the reverse of the

Frontier Economics hierarchy. Deep eco-

logists promote issues such as "biospecies

equality" (CITES or the Convention on the

International Trade of Endangered Species,

signed by over one hundred nations, is

sometimes seen as a step towards this goal);

major reductions in human population;- re-

duction of economic, cultural and techno-

logical dependencies and thus non-growth

economies set within regions of common

ecological characteristics and decentralised

planning using indigenous management and

technological systems (Naess 1989, Colby

1990, Turner/Pearce 1994).
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It is evident that both extreme versions of

sustainability are hardly feasible solutions

on how to reconcile economic and environ-

mental goals. Frontier Economics with its

tmderstanding of development as a process

of continued growth in material consumption

contradicts the now generally accepted as-

sumption "that ultimate limits to usable re-

sources do exist" (WCED 1987: 45), particu-

larly with regard to the earth's capacity to

absorb pollution is finite. Deep ecologist's

objective ~ to expect the whole world to

return to pre-industrial, rural lifestyles and

standards of living ~ have been widely re-

garded as impractical and to most people

undesirable (Colby 1990: 15). In addition, its

narrow concept of "zero growth"or even

negative growth ignores what Jacobs (1991:

53) calls the economy's "feedback mecha-

nisms": rising prices for certain environmental

resources and services, for instance, will re-

duce consumption and thus encourages the

development of resource stocks, more effi-

cient technologies and new materials. What

matters is the quality of growth. In other

words, current patterns of growth may be en-

vironmentally damaging, but it does not fol-

low that the solution of environmental prob-

lems is no growth, as evidence from African

countries suggest (Timberlake 1985). The

content of growth is important : GNP can rise

with fewer resources being used and less

pollution generated, if economic activities

shift away from natural-resource intensive

and pollution-intensive ways of production.^

Predictions of economic disaster and human catas-

trophe have so far not been reliable: from the predictions

of Thomas Malthus that population would inevitably

outstrip food supply; to The Limits ofGrowth (Meadows

1972), which predicted the depletion of the world's

natural resourcese; to The Population Bomb (Ehrlich

1968), which predicted that a quarter of the world's po-

pulation would starve to death between 1973 and 1983.

The other two sustainability categories offer

more workable ideas in this regard.

Weak Sustainability describes the at-

tempts to "economise the ecology" or to put

it in a more fashionable phrase, to "internalise

environmental externalities" into economic

decision-making processes. Its basic idea 4s

to incorporate all types of capital, resources

and costs ~ biophysical, human, infrastmctural

and monetary ~ into calculations of national

accounts, productivity and policies for de-

velopment and investment plamiing (Colby

1990, 20). The neoclassical paradigm of dev-

elopment is still dominant in that the idea

that different forms of capital are perfectly

substitutable is used. However, the role of

economic growth is a modified one in the

sense that infinite substitution is rejected.

Sustainability is seen as a necessary cons-

traint for green growth. Basic ecological prin-

ciples are incorporated into conventional

cost-benefit analysis in an attempt to maintain

the essential ecosystem functions, e.g. waste

assimilation of water resources (critical nat-

ural capital). Weak Sustainability requires the

transfer of an aggregate capital stock no less

than the one that exists for the current gen-

eration. However, the concept of trade-offs

is still predominant. For instance, the loss of

environmental resources is acceptable, as long

as an increase in man-made (physical) capital

will compensate for it (Turner et al 1994, 30).

"Efficiency" is the key phrase encompass-

ing strategies such as energy efficiency and

resource conservation based on the Polluter

Pays Principle (PPP). PPP, as defined and de-

veloped by the OECD (Organization for Eco-

nomic Cooperation and Development), simply

means that environmental externalities should

be internalised by those who cause them. Ja-

cobs (1991, 150) argues that the PPP can be
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viewed in terms of property rights. If the de-

grader must pay for causing environmental

degradation, then this implies that the com-
munity or society in general "owns" the envi-

rpnment. Citizens are entitled to enjoy an un-

damaged environment and polluters must
pay for the privilege for using it. On the other

side, if society must pay for the preservation

pf the environment, then this means that the

polluter free rides: polluters effectively own
the right to pollute the environment whenever

they like and impose the costs (externalities

or social costs) for cleaning up the envir-

onment on the society. As will be shown
further below, the PPP has important impli-

cations for international trade. The idea of

an universal acceptance of the PPP is to

avoid that countries undercut one another's

exports by subsidizing polluters. If one state

decides to impose stringent enviromnental

standards on its companies to make them

pay for their pollution control and another

state does not, then the firms of the latter

country will have a competitive advantage.

"Strong Sustainability (SS) differs from

the former approach in that it attempts to

"ecologise the economy " While the modified

cost-benefit approach under a WS regime

merely attempts to find ways to use resources

efficiently
, SS goes further by seeing the eco-

nomic system enclosed by biophysical bound-

aries: biophysical resources (energy, material

and ecological processing cycles) flow from

the ecosystem into the economy and degraded

(non-useful) energy and other by-products

(pollution) flow back to the ecosystem. This

concept is known as the biophysical eco-

nomics approach or steady-state economy ap-

proach, as proposed by its most vocal pro-

ponent, Herman Daly (1991). SS would move

from the Polluter Pays Principle to an extreme

Polluter Prevention Principle by attempting

to reduce the material throughput within an
economy.

This can be best explained by pointing

out the main differences to the WS approach.^

First, WS relies on modified cost-benefit ana-

lysis to make trade-offs more systematically.

SS, by contrast, assesses policy options with-

in a given constraint. Those constraints are

ecological limits in form of critical natural

capital and services which should not be

traded-off
; in other words, perfect substi-

tution of different forms of capital is not a

valid assumption to be made.^ Second, in the

WS paradigm, policy making focuses on
the needs of industrial sectors. SS starts

with a given environmental constraint and

asks how much can we produce within this

constraints. For instance, policies regarding

2
This section draws heavily from Jacobs ( 1 993, 8-10)

'Oaly argues that one main problem with neo-

classical economics is that "its concept of market effi-

ciency is insensitive to the scale of an economy's phy-
sical dimension as well as to income distribution. Yet
the environment is sensitive to the physical scale of
the economy, and human welfare is sensitive to how
well the environment functions. To allocate resources

optimally at a nonoptimal scale is simply to make the

best of a bad situation If the economy continues to

grow beyond optimal scale, then optimal allocation

means simply to keep making the best of an ever worse-

ning situation." (1991, 245) Yet the concept of scale is

not alien to economists. In microeconomics, the condi-

tion of optimal scale is defined as the expansion of

the activity in question up to the point where marginal

costs equal marginal benefits. The problem is that no

optimal scale is defined for macroeconomics. Eco-

nomists stress the argument that the constraint of one

activity is the fixity of the other and that when all eco-

nomic activities increase proportionally then the re-

straints cancel out. However, it is , for example, impos-

sible to increase the scale of the carbon cycle and

the hydrological cycle in proportion to the growth of

industry and agriculture. In other words, aggregate

economy can grow indefinitely, if the ecosystem docs.

But earth's resources are finite. (Daly 1991, 245).
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forests would focus on the ecological fun-

ctions and needs of forests, not on the

timber industry. The starting point would be:

how to maximize jobs and incomes within

the current level of forests and not: how

much environmental protection is desirable

without cutting production capacities? Third,

more technically, Environmental Impact As-

sessments (EIAs) under WS are normally done

after the project has been designed and

chosen. According to SS this is far too late:

EIAs should be done at the policy and pro-

gram stage, long before individual projects

are even considered. Fourth, in the WS para-

digm market forces determine economic and

enviroiunental outcomes. If there is demand

for green consumer products, then the market

will react. SS favours a more active role of

public policy to design economic policies to

promote production and consumption pro-

cesses in order to minimise enviroiunental

impacts. In effect, it would strengthen the in-

stitutional mechanisms that make green mar-

kets work. Finally, SS focuses on outcomes,

not on individual improvements in product-

ion and process technologies. This distinction

can have significant impacts on the ecological

scale of policy impacts. In Europe, for instance,

the decision to make catalytic converters com-

pulsory for new cars was expected to have en-

vironmental benefits in form of a significant

reduction in urban air pollution. However, cur-

rent estimates suggest that these benefits

will be outweighed by the rise of car numbers.

Thus, it is predicted that hydrocarbons and

particulates will swing back to 1993 levels,

as it is predicted for Europe in the year 2000

(Jacobs 1993: 10).

For the trade-environment debate I arg;ue

that free traders' positions can be linked to

the Very Weak and Weak Sustainability ap-

proaches, which at the core are market-friendly

positions, whereas environmentalists can be

associated with the remaining Strong Sustain-

ability categories which tend to be more in

favour of strong interventionist measures

(command and control approach).

Trade and Environment Linkages:

a North-South Issue?

Usually, the discussion on trade-environ-

ment linkages has the flavour of the old

North-South conflict, since the protection

of the environment is frequently seen by de-

veloping countries as a luxury which they

cannot afford. By attempting to persuade de-

veloping countries to safeguard their natural

resources, industrially advanced nations are

frequently suspected of a new colonialism

by attaching environmental conditions to fi-

nancial aid and economic cooperation. The

North's interest in protecting the global eco-

logical carrying capacity, so the argument

goes, contradicts the legitimate concerns of

poorer nations about the possible economic

and social costs by adjusting domestic eco-

nomic activities to the standards set by Mul-

tilateral Environmental Agreements (MEAs).

However, constantly viewing trade and

enviroiunent as a North-South issue is not

very helpful. First, it obliterates the fact that

very different interests among developing

countries themselves do exist with regard to

the impacts of global environmental deter-

ioration and the costs and benefits and the

financing of global environmental protection.

The difficulties in negotiating specific targets

for greenhouse gas reduction within the con-

text of the Climate Change Convention is a

case in point. The Alliance of Small Island

States (AOSIS), for instance, does certainly

have an immediate interest in pushing for a
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rapid implementation of the Montreal Pro-

tocol to reduce greenhouse gas emissions
fearing that a predicted rise in sea levels

will result in a loss of coastal areas. On the

other hand, developing countries, depending

heavily on the export of natural-resource-

based products such as the oil-producing

countries, perceive any global pollution

abatement efforts as a threat to their vital

economic interests (Brack 1995). Second,

OECD countries themselves do not share a

common platform. Germany, for instance, as

a leading country in environmental techno-

logy and energy-efficiency regulations, has

so far not been successful in promoting an

EU-wide energy tax. Similarly, efforts in the

US to introduce an energy tax in 1993 met

fierce resistance of the energy lobby which

argued that this would result in a loss of

competitiveness in export markets and a re-

duction of domestic jobs (Clemencon 1995).

Thit;d, the principle that the North is respon-

sible for the bulk of global environmental

pollution and thus should compensate de-

veloping countries for their losses by adapt-

ing to higher environmental standards is

now widely accepted as a leitmotiv in envir-

onmental agreements. The Global Environ-

mental Facility (GEF), for instance, provides

financial assistance for developing countries'

efforts to comply with stipulations of the Cli-

mate Convention (Grubb 1995).

Alliances, therefore, cut across the classical

North-South conflict pattern. It is more fruit-

ftil to see trade-related environmental pro-

blems as a conflict between free trade ad-

vocates and environmentalists. The former

fear that environmental policies will raise pro-

tectionism; the latter group maintains that

unregulated trade liberalisation per se will

enhance production and consumption levels

THE INDONESIAN QUARTERLY. XXIV/2

resulting in more pollution-intensive and re-

source degrading activities. These positions

can be found within each country and are

not confined to a simplistic North-South
division.

How Does International Trade Affect
the Environment?

Free traders see a positive correlation be-

tween trade and the envirorunent, arguing
that trade will move countries towards more
efficient production. First, liberal trade re-

gimes tend to be less price - distortive and
thus environmental inputs like water , timber

or energy are less likely to be priced below
costs. In countries like those of the former

Eastern European Bloc, for instance, artifi-

cially low energy prices enhanced environ-

mental deterioration. Second, the exampile of

the industrialised countries shows that there

is a positive correlation between higher in-

comes (also as a result of trade) and rising

expenditures for environmental protection.

Third, open trade regimes enable the spread

of newer and mostly environmentally more

sound technology. Asian countries with high

investment rates are able to renovate their

capital stocks and incorporate the latest

available technology. Fourth, deregulation

measures will make it easier for developing

countries to become less dependent on the

export of primary commodities. Indonesia is

commonly cited as a good example in. this

regard , since it has started to shift its export

base from oil and wood to manufactured

goods such as textiles and electronics

(O'Connor 1994),

On the other side, environmentalists argue

that trade liberalisation will increase growth

in economic activities and therefore will
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magnify pollution. Considering that social

costs or so-called externalities of pollution

are not included in economic pricing deci-

sions, this raises concerns on the sustain-

ability of the current production and con-

sumption patterns. World Bank estimates,

for instance, show that avoidable health

costs of air and water pollution in Jakarta

-exceeded 1 billion US dollars in 1990 (World

Bank 1994). Another argument is that there

is never an automatic link between economic

growth and pollution control. Effective public

policy is always required. In addition, the

point where societies are willing to spend

more on environmental protection is cer-

tainly far above the current low income levels

of most developing countries (ADB 1994,

Brack 1995).

Essentially, the trade-isnvifoimient issue

is a debate on the usefulness of protectionist

measures as instruments of environmental

policy. Most environmentalists, particularly

in industrially advanced countries, endorse

green protectionism on the grounds that

lower-standard countries enjoy an unfair

advantage in trade and thus induce shifts in

investment (the pollution-haven hypothesis).

Efficiency, as one might assume, is the ob-

session of the economist's profession. Why

then, so the rationale of many enviroimient-

alists, do many free trade advocates oppose

protecting an efficient national industry in

which full-cost pricing is adopted from

standards-lowering international competition?

(Daly 1993)

Here, most free traders tend to sympath-

ise with developing countries' concerns that

strict standards act as disguised barriers to

trade. The argument put forward is that in-

ternational variations in environmental stan-

dards reflect many factors ~ for example.

different capacities to assimilate pollution,

different costs and benefits of pollution con-

trol measures and different environmental

priorities. Thus, priorities differ and global

pollution control of say, carbon dioxide, is

less likely to be a main concern for devel-

oping countries than more immediate and

local problems like securing basic environ-

mental infrastructure such as access to water

and health services. In addition, unilateral

trade measures such as import bans or differ-

ential taxes are also frequently ineffective in

achieving their objectives. First, a country

affected by action taken against it may simply

direct its exports elsewhere. Second , restric-

tions on trade can also cause adverse envir-

oiunental effects. Agricultural protectionism

in Europe, Japan and the United States, for

instance, has led to more intensive farming

than it is environmentally and economically

justified (IMF 1994). Third, unilateral trade

sanctions frequently provoke retaliations ,

even if these are not based on environmental

considerations (Esty 1994).

Trade openness, thus, has both a pro-

moting and an undermining effect on sust-

ainable development. What is necessary is an

integration of environmental and trade pol-

icies at two levels. First, national environ-

mental management policies have to regulate

production processes. Second, there is a need

for environmentally sound global and re-

gional trade rules.

National Environmental Policies and

Sustainability Principles

On this point, a mixture of both weak and

strong sustainability principles should be ap-

plied. It is important to emphasise a prag-

matic approach to overcome environmental
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problems: whether certain economic instru-

ments should be labeled as market-based or

not, is irrelevant. So-called market-friendly

instruments such as taxes or tradable pol-

lution permits require a regulatory frame-

work that sets maximum discharge rates and

technological standards. On the other side,

regulations (and other forms of control and
command approaches) are frequently pre-

sented by neoclassical economists as gov-

ernment interventions which have to be im-

posed on powerless firms and consumers in

an coercive manner. However, the principle

of pollution prevention ~ sometimes called

source reduction, which uses material sub-

stitution, closed loop processes and the like

to limit pollution before it occurs ~ must not

harm trade competitiveness. Porter and van

dier Linde (1995) argue that firms do not

always make optimal choices and show that

properly crafted regulations can result in in-

novation offsets meaning that firms' capa-

cities to innovate are being enhanced. In-

novation means higher resource product-

ivity in terms of higher process yields, less

downtime through more careful monitoring

and maintenance, materials savings (due to

substitution, reuse or recycling of product-

ion inputs), better utilisation of by-products,

lower energy consumption during the pro-

duction process, reduced material storage

and handling costs, conversion of waste

into valuable forms, reduced waste disposal

costs or safer workplace conditions.'*

There are several reasons why regulations are not

incompatible with market forces. First, regulation signals

companies about likely resource inefficiencies and po-

tential technological improvements. Second
, regulation

focused on information gathering can achieve major

benefits by raising corporate awareness. Third
, regula-

tion reduces the uncertainty that investments to address

the environment will be valuable. Greater certainty cn-

Trade Agreements and the Environ-
ment: A Complicated Liaison

However, the current trade regime is far

from being ready for paying more attention

to such strong sustainability principles. What
makes a coordinated policy approach be-

tween trade and environment interest groups

so difficult is a fimdamental difference in the

value systems in which they operate. Advo-
cates for the environment deal with concepts

which attempt to overcome the free-rider-

problem associated with common goods such

as the ozone layer. Trade negotiations, how-
ever, are characterised by private interests of

states and organised industries. Thus, dif-

ferent assumptions on the costs and benefits

of environmental policies do exist. Environ-

mentalists frequently have difficulties in dem-

onstrating that in most cases long-term ben-

efits of environmental measures do outweigh

short-term costs. The main reason for this

is that it is much more easier to quantify

costs than it is to quantify the diffuse posi-

tive economic impacts for a society as a

whole. For instance, a short-term decline in

profits in specific industries as a result from

a particular regulatory measure or tax or

closing down of pollution-generating fac-

tories have an immediate tangible cost to

both entrepreneurs an^ workers, whereas

rising demand, for alternative technologies,

improved human health and enhanced pro-

ductivity (i.e.through increased energy efifi-

courages investment in any area. Fourth, regulation cre-

ates pressure that motivates innovation and progress.

Fifth, regulation levels the transitional playing field.

During the transition period to innovation-based solu-

tions, regulation ensures that one company cannot op-

portunistically gain position by avoiding enviromental

investments. Sixth, regulation'is needed in the case of

incomplete offsets. (Porter and Van der Linde : 99-100)
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ciency) occur only gradually (Clemencon

1995, Panayotou 1993, IMF 1994).

How are environmehl-related issues

setUed by the current existing international

trade regime? In principle, GATT allows

countries to take action to protect human

and animal life and to conserve exhaustible

natural resources under the provisions set

by Article XX. The agreement requires gov-

ernments to apply enviromnent-related mea-

sures in such a way that foreign and dom-

estic producers are treated equally (Most

Favored Nation Treatment). There are several

reasons why environmentalists argue that

a country's scope for green protectionism

is limited under the current trade regime.

First, countries unilaterally invoking Ar-

ticle XX, face considerable obstacles to pur-

sue their own environmental programs, since

GATTAVTO panels clearly interpret Article

XX in a very restrictive way by showing

preference for multilateral action to tackle

global environmental problems (Brack 1995,

Brockman and Anderson 1994, Anderson

1995). A recent ruling of the WTO, for in-

stance, declared that a US clean-air regu-

lation violates world trade rules by discri-

minating against foreign oil refiners. Vene-

zuela protested against an EPA (Environ-

mental Protection Agency) decision to use

1990 average US gasoline quality as a bench-

mark to assess compliance with the require-

ment that by 1995 gasoline sold in the US

should be 15 per cent cleaner than in 1990.

The WTO panels clearly interpreted this

as an invitation for Venezuela and other dis-

advantaged foreign suppliers to retaliate

{Herald Tribune, 22.1.1996).

Second, GATT rules do not allow WTO
members to ban the import of goods based on

the way it was produced. Thus, it was not

possible for the USA in 1991 to ban the

import of tuna on the grounds that the

Mexican dolphin kill ratio was more than

1.25 times that of US fishermen. GATT ar-

gued that the ban was based on consider-

ations on how tuna was caught and such

trade measures affecting "process and pro-

duction methods" (PPMs) are not permitted

under GATT rule (Esty 1995). However, this

clearly erodes any efforts to control pollution

that occurs during the production process

of goods. WTO's distinction between pollu-

tion associated with the consumption of

goods and that associated with their pro-

duction is not very helpful. This ignores the

fact that many local pollution problems

may have regional or global repercussions.

If , for instance, production methods in the

exporting country emit toxic chemicals into a

river which flows through the importing

country then the latter is seriously affected

even if the imported goods proper are envir-

onmentally harmless. Energy-related pollu-

tion and CFC releasing PPMs are examples

for local activities with global impacts. Estab-

lishing criteria for ecolabelling schemes are

another heavily disputed area in this regard,

particularly in the timber industry. The focal

point is on how to agree on internationally

accepted criteria for sustainable forest man-

agement. Environmentalists argue that it is

important to establish criteria based on life-

cycle impacts of products and not to con-

centrate only on a single pollution or con-

servation criterion (Esty 1994, Brack 1995,

Anderson 1995).

Third, existing institutional structures to

deal with the complex relation of trade and

the environment are insufficient. The pro-
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blem is that Multilateral Environmental
Agreements lack an overarching institutional

structure compared to a well-established

trade regime under the WTO. While GATT
rules and WTO panel reports have become
increasingly powerful yardsticks with which
to assess a country's trade policy, a coherent

system of rules and procedures does not

exist on the environmental side. The Commis-
sion for Sustainable Development (CSD),
for instance, which was created to review the

annual progress of the implementation of

Agenda 21, serves only as a technical com-
mission and can only issue recommenda-
tions (Clemencon 1995). In addition, the cur-

rent international environmental management
structure is simply overburdened with the

task of implementing a coordinated policy

approach. Decisions are made and strategies
'

set on an ad hoc, issue-by-issue, agreement-

by-agreement basis. Responsibilities differ,

but also overlap between UNEP (United

Nations Environment Program), the UN Com-
mission on Sustainable Development, UNDP
(United Nations Development Program), the

Global Environmental Facility (GEF) and other

organisations. Esty (1994), therefore, proposes

the establishment of a Global Environmental

Organisation (GEO) to integrate trade and en-

vironment policies. Similar to WTO, GEO
would make sure that domestic pressure

will not undermine global environmental

rules. Such a body could mediate in interna-

tional environmental disputes, assess risks

from environmental threats and allocate costs

and benefits of cleanup responsibilities. In

fact, a GEO would act as a counterweight to

WTO forcing the latter to adopt conclusions

and recommendations of the former. A similar

relationship does already exist with the WTO
accepting balance of payments judgments

from the International Monetary Fund.

However, current efforts to integrate trade

and environmental policies aim at improving
the existing dispute settlement mechanisms
within the GATT/WTO regime and the var-

ious other regional trade agreements, among
them APEC. The negotiated text and the side

agreements of the North American Free Trade
Agreement (NAFTA) could serve as role mo-
dels for improving WTO's institutional struc-

ture to reconcile trade and environment ob-

jectives. Under the NAFTA regime, parties

challenging a nation's environmental stand-

ards must prove that they are arbitrary, dis-

criminatory or protectionist. Moreover, envi-

ronmental experts are permitted to take part

in dispute settlements. This is in contrast to

WTO/GATT resolution procedures, in which

panels consist mainly of trade experts as-

sessing the compability of a country's en-

vironmental standards with free trade rules

(Clemencon 1995,Charnovitsl995, Zarsky

1994).

Conclusion

The starting point of this paper was the

question whether Sustainable Development

harms international trade. The discussion on

the Sustainable Development paradigm has

shown that this question implies a position

which sees environmental protection as

detrimental to economic growth. Trade-offs

between trade objectives and environmental

goals are seen as unavoidable. This view is

still dominant within the current international

trade regime.

However, a coordinated policy approach

to reconcile trade and environmental object-

ives requires an acceptance of at least some

of the issues raised by proponents of the
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Strong sustainability approach. Trade liberal-

isation policies will harm the environment, if

they are not accompanied by regulatory mea-

sures based on a healthy mixture of the Pol-

luter Pays and Polluter Prevention Principle.

In institutional terms, the current WTO
regime has to be improved in order to include

environmental concerns more effectively in

dispute settlement mechanisms. This can be

achieved through the inclusion of more en-

vironmental experts into trade dispute com-

mittees under WTO and allowing to consider

PPM related environmental standards as

trade-consistent measures at least on a

gradual, case-to-case basis.

REFERENCES

Asian Development Bank. 19 94.F/«a«cmg En-

vironmentally Sound Development. Manila

Brack, Duncan. 1 995. Balancing Trade and the Envi-

ronment. ]xiIntemationalAffairsl\, no. 3, (July):

497-515

Brohmann, John. 1995. Economism and Critical Si-

lences in Development Studies: A Theoretical

Critique ofNeoliberalism. In Third World Quar-

terly 16, no.2.

Chamovits, Steve. 1995. Regional TradeAgreements

and the Environment. In Environment, July/

August.

Colby, Michael E., 1990. Environmental Manage-

ment in Development. The Evolution ofPara-

digms. World Bank Discussion Papers: Wash-

ington D.C.

Clemencon, Raymond. 1995. Global Climate Change

and the Trade System: Bridging the Culture

Gap. In Journal of Environment and Devel-

opment A, \ (Winter).

Drake-Brockman, Jane and Anderson, Kim. 1994.

The Trade / Environment Debate And Its Im-

plications For Asia-Pacific. Paper presented

for the Australian Committee of the Pacific

Economic Cooperation Coimcil (AUSPECC)
by Adelaide's Center for International Econ-

omic Studies. October.

Daly, Herman. 1992. Steady State Economics.

London: Earthscan

Daly, Herman. 1993. The Perils of Free Trade.

In Scientific American, November 1993

Esty, Daniel C.1994. Greening the GATT - Trade,

Environment and the Future. Washington D.C:

Institute for International Economics

French, Hilary F.1994. Trade and the Environment.

In D/a/ogwe, no. 104

Grubb, Michael. 1995. Seeking Fair Weather: Et-

hics and the International Debate On Climate

Change. In International Affairs 71, no. 3 (July

1995)

IMF (International Monetary Fund). 1994. The

UruguayRoundandBeyond. Vol 11. Backgroimd

Paper. IMF : Washington.

Jacobs, Michael. 1991. The Green Economy. Lon-

don: Pluto Press.

Jacobs, Michael. 1993. Environmental Economics,

Sustainable Development and Successful Eco-

nomies. Resource Assessment Commission.

Occasional Publication no.4, April.

Lele, Sharachandra M. 1991. Sustainable Develop-

ment : A Critical Review. In World Develop-

ment \9, {6): 607-621.

Meadows,D.H. et al.l972. The Limits to Growth.

London : Pan

Naess,Ame. 1991. Ecology, Community and Life-

style. Cambridge: Cambridge University Press.

O'Connor, David. 1994. Managing the Environ-

ment With Rapid Industrialisation. Lessons

From the East Asian Experience. Paris: OECD.

Panayotou, Theodore. 1993. Green Markets. The

Economics of Sustainable Development.

Harvard Institute for International Develop-

ment. San Francisco : ICS.

Porter,Michael and Van der Linde, Claas. 1995.

Toward A New Conception of the Environ-

ment-Competitiveness Relationship.In Journal

ofEconomic Perspectives 9, no. 4 (Fall).



160

Redclift, Michael. 1992. The Meaning of Sustain-

able Development, hi Geoforum 23 (no. 3)-

395-403

Timberlake, L.1985. Africa in Crisis. London:
Earthscan

Turner, R.Kerry. 1994. Environmental Economics
~ An Elementary Introduction. London: Har-

vester Wheatsheaf

Turner, R.Kerry (ed.).1993. Sustainable Environ-

mental Economics and Management. London:

Belhaven Press

THE INDONESIAN QUARTERLY XXIV/2

World Bank. 1994. Indonesia: Environment and
Development - Challenges for the Future.
Washington D.C.

WCED (World Commission on Environment and
Development). 1987. Our Common Future
Oxford : Oxford University Press.

WWI (World Watch histitute), 1993. WorldWatch
Paper 113. Washington D.C.

Zarsky, Lyuba and Drake-Brockman, Jane. Trade,

Environment and APEC: Imperatives and
Benefits of Regional Cooperation. CAPA
(Center for Asian Pacific Affairs) Report no.

18, December 1994.



Policies Towards Foreign Direct

Investment ~ New Challenges

Facing Asian Developing Countries

Hadi Soesastro

Introduction

THE policies of Asian developing

countries towards foreign direct in-

vestment today differ markedly from

what they were until about the early 1980s.

A host of factors have led to the changing

agenda for FDI policy in Asia. In the 1960s^

and 1970s most FDI in developing countries

was made in the area of natural resources ex^

ploitation. The policy agenda of developing

country governments was designed primarily

to limit the rents obtained by foreign inves-

tors from the exploitation of resources as

well as the repatriation of profits.

The continuous shifts in ITDffrom natural

resources exploitation into the manufacturing

and services sectors have gradually changed

the attitude of developing countries towards

FDI. Activities in these sectors are associated

with less rents than in the exploitation of re-

sources and FDI in manufacturing and ser-

vices brings a much broader bundle of poten-

tial benefits to the host economy, including

technological know-how, the disciplines of

increased competition and improved access to

world markets (Bijit Bora, 1996). The recog-

nition of these potential benefits has set

the new agenda for FDI policy.

Thus, Asian developing countries began

to liberalise their foreign investment policies

ill an attempt to make them attractive loca-

tions for FDI. In addition, as observed by

M. Fry (1993), the positive effects of FDI on

investment, economic growth and employ-

ment which Southeast Asian countries have

experienced have been largely due to their

adoption of less distorted trade regimes and

their greater emphasis on human resources

development compared to other developing

countries.

Asian developing countries are now com-

peting with each other in attracting FDI. This

has produced an environment of competitive

liberalisation in FDI policies in the Asia Pacific

region, a trend which appears to be embedded
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in a broader liberalization movement. It has

been postulated that such keener compe-
tition for FDI would lead to a market-led po-

licy convergence towards FDI among Asian

developing countries (Kiyohiko Fukushima
and C.H. Kwan, 1995). As of today, however,

while considerable efforts have been made
to liberalize their foreign investment policies,

substantial barriers to the free flow of FDI
still remain in many Asian developing coun-

tries/Differences in the nature and extent of

investment measures maintained by Asian

governments appear to have been caused by

divergent political, economic and social

priorities. There is a tendency for govern-

ments to offer investment incentives to com-

pensate for the various types of "imped-

iments" that are being maintained for what-

ever policy reasons. Questions have been

raised about the effectiveness of such in-

vestment incentives and whether some kind

of international or regional discipline on the

use of investment incentives could be im-

plemented.

This paper begins with an exploration of

the Asia Pacific regional setting which also

influences the new agenda for FDI of Asian

developing countries. This will be followed

by an assessment of the degree of investment

liberalisation achieved by and the remaining

investment impediments in various Asian de-

veloping countries. A discussion on the ra-

tionale for a regional investment code as cur-

rentiy manifested in the APEC Non-binding

Investment Principles (NBIP) follows. The con-

cluding section specifically addresses the

question of investment incentives and the

regional policy agenda to deal with this

issue.

The Asia Pacific Setting^

In addition to the competitive FDI lib-

eralisation among regional members, another

important development that has taken place
in recent years in the Asia Pacific region
is the dominant role played by FDI in the

growing economic integration of the re-

gional economies. Intra-regional FDI flows

have increased dramatically over the past

10 years or so. In the. Asia Pacific region,

among APEC members^ about 52 per cent

of inward FDI stock was from within the

group and about 51 per cent of outward
FDI stock was held within the group.

FDI inflows into all APEC members
have increased from an annual average of

US$ 32.1 billion during the period 1981-1986

to US$ 125.6 bilhon in 1994. However, as

a percentage of world FDI inward flows

APEC's share remained constant at 55.6 per

cent from 1981-1986 to 1994. In contrast, FDI
inflows to Asian developing countries have

risen dramatically, particularly in the 1990s,

as an investment boom takes place in ASEAN
and China. As listed in Table 1, FDI inflows

to. Asian developing countries increased

from an armual average of US$ 5 billion in

1981-86 to US$ 18 billion in 1987-92, and

jumped further to US$ 47.1 billion in 1993

and US$ 57.6 billion in 1994. The share of

Asian developing countries of world FDI
inward flows increased from 8.7 per cent in

the period 1981-86 to 10.5 percent in 1987-92

to 22.6 per cent in 1993 and 25.5 per cent in

1994.

'a more extensive discussion on this subject can be

found in Hadi Socsastro (1995 b).

2
APEC members arc Australia, Brunei Darussalam,

Canada, Chile, China, Hong Kong, Indonesia, Japan,

Korea, Malaysia, Mexico, New Zealand, Papua New
Guinea, Philippines, Singapore, Taiwan (Chinese Taipei),

Thailand, United States.
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Table 1

INWARD FDI FLOWS, 1981 - 1994

(IN BILLION US DOLLARS)

1981-86

(av.)

1987-92 1993

(av.)

1994

World 7Of./ 171 Q 208.4 225.7

APEC "^0 1O^. 1 80.3 99.2 125.6

/Aft 7\(W.I) V* ' -"J (55.6)

Developing
47 1 57.6Asian countries 1 0.u

(8.7)

ASEAN (a) 9.5 16.5 19.6

^7 9^

- Indonesia 1 0
1 ,\j 2.0 3.0

- Malaysia 1.0 2.3 5.2 4.5

- Philippines 0.1 0.5 0.8 1.5

- Singapore 1.4 4.1 6.8 7.9

- Thailand 0.3 1.6 1.7 2.7

Other East Asia 2.0 8.5 30.6 38.0

(3.5) (5.0) (14.7) (16.8)

- China 1.0 4.7 27.5 33.8

- Hong Kong 0.6 1.9 1.7 2.0

- Korea (South) 0.2 0.8 0.5 0.8

- Taiwan 0.2 1.1 0.9 1.4

Source: UNCTAD, Division on Transnational Corporations

and Investment FDI database.

Notes: (a) Excluding Brunei and Vietnann where FDI in-

flows were less than US$ 0.1 billion. Figures in

parenthesis denote percentage share of world in-

ward FDI flows.

In fact, the largest increase of FDI in-

flows was to China, from a mere US$ 1 billion

annually in the first half of the 1980s to over

US$ 30 billion in 1994. A significant portion

of this amount may be classified as "round-

tripping", which essentially is a domestic

Chinese investment recycled principally

through Hong Kong in order to receive for-

eign-investment incentives upon reentry into

China. According to the estimates of Dermis

Encamation (1995), such round-tripping could

amount to US$ 10 billion in 1993.

Investment liberalisation in Asian de-

veloping countries have increased the stock

of both inward and outward FDI in the for-

mation of their gross domestic product

(GDP). Estimates by Industry Canada suggest

that the stock of inward FDI as a percentage

of GDP increased from 1980 to 1992 by more

than twelve-fold in the case of China, dose

to five-fold in the case of Indonesia and

about tripled in the case of Thailand. The

share of the stock of inward FDI in 1992

ranged from a low 2.9 per cent in Korea to a

high 74.8 per cent in Singapore. In terms of

the stock of outward FDI, Hong Kong

ranked highest at 44.9 per cent of its GDP,

followed by Singapore at 23.4 per cent of

its GDP (APEC, 1995b), suggesting that they

have become major investors abroad. In the

case of Korea and Taiwan, their stock of

outward FDI increased from less than 0.3

per cent of their GDP in 1980 to between

two to three per cent in 1 992.

Japan has been the main source of FDI

to Asian developing counfries. Based on bal-

ance-of-payments data, the cumulative out-

ward flows of Japanese FDI amounted to about

US$ 220 billion during the period 1985-1992.

The United States was and continues to be

the main destination of Japanese FDI. These

FDI flows were and still are predominantly

Table 2

STOCK OF INWARD AND OUTWARD FDI IN GDP
(IN PER CENT)

Inward Outward

1980 1992 1980 1992

Indonesia 11.8 55.7 0.1 1.9

Malaysia 24.8 39.2 2.0 3.7

Philippines 3.9 7.6 0.9 9.3

Singapore 45.6 74.8 6.7 23.4

Thailand 3.7 11.8 0.0 0.7

China 0.6 , 8.8 0.0 0.3

Hong Kong 18.5 30.2 14.9 44.9

Korea (South) 2.1 2.9 0.3 1.9

Taiwan 6.6 8.0 0.2 2.7

Source: Industry Canada.

^The estimates for Indonesia, Thailand, and the

PhiHppines are suspect. The stock of inward FDI for

Indonesia (1992) appears to be overestimated while

for Thailand (1992) it appears to be underestimated

the stock of outward FDI for the Philippines (1992)

appears to be overestimated.-
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in non-manufacturing activities. In contrast,

the bulk of Japanese FDI into Asia develop-

ing countries was and continues to be in man-
ufacturing activities. Thus, of total Japan's

manufacturing FDI, developing Asia's shares

have been considerable.

Other traditional sources, namely the

United States and Europe, continue to be im-

portant for the East Asian region. In addition,

new sources have also emerged, and they

have increased quite rapidly. The Asian KlEs
stock of FDI in East Asia itself might have

increased by close to US$ 40 billion during

the period 1980-1992, mostly in ASEAN and

China. This means that about one-third of

the total increase in the stock of FDI in East

Asia from 1980 to 1992 originate from the

Asian NIEs. The other interesting feature

that has been observed in the region is that

of increased cross-investments. The stock of

FDI from de-veloping Asian countries in the

United States today probably is much above

US$ 10 billion, most of which are of recent

vintage. It is estimated that in 1992 devel-

oping Asian countries accounted for over

13 per cent of APEC's FDI outflows (Bureau

of Industry Economics, 1995). Thus, the FDI
picture in the Asia Pacific region is charac-

terised not only by the dramatic rise in vo-

lume but also by some shifts, and possibly

even more significant shifts in the fiiture,

in the destination of FDI flows as well as

by the changing structure of its sources.

The immediate questions that arise from

this brief review are with regard to the sus-

tainability of those rates of increase, the

pattern of distribution of FDI flows across

countries in the region, and the implications

of the changing structure of FDI sources

on trade and other cross-border activities

of the regional economies and corporate en-
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titles. From a regional point of view, the
relevance of these questions rests on a re-

cogniUon that FDI flows have been respon-
sible for the economic dynamism of the
region and particularly the high rates of
growth experienced by developing Asian
economies. In addition, intra-regional FDI
flows are seen to have contributed signi-

ficantly to the deepening of regional eco-

nomic interdependencies and the market-
driven integration involving regional eco-

nomies. '-^

FDI flows in the region have been influ-

enced by push and pull factors that have
changed over the years. Peter Petri (1995)

identified four waves of FDI flows into de
veloping Asian countries in the post war
period. The first wave that took place in the

1960s and early 1970s was motivated by pro-

tected local markets and the first mayor yen

revaluation. It was manifested mainly in joint

ventures in textiles and household electrical

equipment. This was followed by the second

wave in the 1970s that was spurred by the

region's bright prospects and the availability

Of low cost capital. This wave of investments

included import substitution projects in basic

industries and the creation of American ex-

port platforms in consumer electronics and

semiconductors. The third wave, involving

the relocation of labor intensive production

industries from Japan and the Asian NIEs to

ASEAN, resulted essentially from the appre-

ciation of the yen and several NIE currencies

in the mid 1980s. This major push coincided

with a major pull that resulted from the signi-

ficantly improved investment climate in the

ASEAN countries to boost their exports.

The story about these first three waves,

particularly the third, have been told all too

often. It is the predictions on the nature of the
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fourth wave that have attracted the attention

of many in the region. Petri defined the fourth

wave as that involving a massive foreign in-

vestment boom in China and which may

have the most significant geo-economic im-

plication for the region. There is yet dis-

agreement as to whether this will cause ma-

jor investment diversions from the ASEAN

region in particular. China's great attraction

is its huge domestic market. Will the ASEAN

Countries be able to minimize the diversion

by introducing even more liberal investment

regimes? If such policy change remains in-

sufficient, what strategy should the ASEAN

countries adopt?

There is also a view suggesting that this

fourth wave may be characterised not so

much by the shift in destination but by a

major change in the origin of FDI flows in

the region, namely the rise of so-called "over-

seas Chinese" capital as manifested in FDI

flows from the Chinese economies of Hong

Kong and Taiwan and outward investments

by Southeast Asian ethnic Chinese. These

flows, however, are not exclusively going

into China but to some significant degree

are also directed to the ASEAN countries.

It has also been proposed that the source

of the FDI boom in China could well come

mainly from Japan.

Indeed, another scenario postulates the

fourth wave of FDI flows into the region as

one which originates primarily from Japan,

undertaken on the basis of sfrategic consid-

erations which has a product rather than a

market orientation. This scenario, which has

been proposed by Ken-ichi Imai (1990), is

distinct from that of the third wave because

this one is not driven by major currency re-

alignments as in the 1980s. Instead it is part

and parcel of the globalization strategies

MS

of Japanese companies that involve new,

cutting-edge technologies, such as fiber

optics, where different production activities

on the technological ascendency curve can

be undertaken outside Japan. However, Ja-

pan will retain production activities around

so-called "core" technologies. As the ASEAN
countries and China continue to upgrade

their level of technological capabilities they

will be able to participate in such production

networks, together with other Asian NIEs.

This scenario sees a further consolidation

of the East Asian regional production net-

work with Japan at its core and also an ele-

vation of this network to higher technolo-

gical levels, thus giving support to the

"flying geese" paradigm.

Investments in the region are undertaken

by a host of investors, each acting on the

basis of some guidance or rules. An important

feature that can be observed in the Asia Pa-

cific region today is the active involvement

in cross-border activities, including FDI, not

only of MNEs (multinational enterprises) or

large companies but even of SMEs (small

and medium enterprises) from Japan or the

Asian NIEs. In addition, firms from devel-

oping economies, such as the ASEAN coun-

tries, have also entered into the picture.

The study by Tain-Jy Chen et al. (1995) on

the patterns of FDI of Taiwanese larger firms

examines the difference between FDI in high-

wage and low-wage countries. As to be ex-

pected, Taiwanese FDI in low-wage countries,

such as Thailand^ is mainly undertaken for

defensive purposes, namely to cut production

costs to restore competitiveness in the ex-

port market. On the other hand, FDI in high-

wage countries is mainly for the purpose of

expanding market. It is interesting to examine
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in how far the observed behaviour of large

Taiwanese firms has not been significantly

influenced by government policy, particular-

ly in locational decisions.

MNEs and other business units cons-

tantly make investment decisions under un-

certainty. MNEs can make use of their pro-

prietary assets to compensate for the uncer-

tainty of the environment in which they

operate. The imputed value of the proprie-

tary assets itself may suddenly change. It

is believed that MNEs are more risk-takers

than other business units. In contrast, SMEs
are much less able to spread risks. In their

investment location decision they may simply

follow others. The migration in a big way
in the late 1980s of Japanese SMEs, the so-

called supporting industries, to Thailand

was essentially to follow the relocations of

their subcontractees to Thailand. As earlier

migration cases proved successful, others

have followed suit. Paul Krugman (1990)

pointed to the importance of this demon-

stration effect. The "new economic geo-

graphy" would also predict why such clus-

tering or agglomeration would occur. It

should be examined, however, why this has

not equally been the case in Indonesia. Spe-

cifically, why has Indonesia not been able

to attract investments by SMEs, while its

supporting industries remain very under-

developed.

The case of the Greater Southern China is

an example of a subregional cluster involving

predominantly investments by SMEs from

Hong Kong and to a lesser extend from Tai-

wan to Guandong. In fact, a very large pro-

portion of total Hong Kong FDI into China is

in Guangdong. Proximity and cultural factors

may be the decisive factor here. This sub-re-

gional production network is definitely mar-
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ket-driven, and has emerged in response to

China's policy of opening up the economy,
including the liberalisation of investment.

There is the question of whether this situa-

tion can be replicated elsewhere in the region

and whether clustering of economic activities

can be influenced by policy.

The creation of the so-called "growth tri-

angles" in the ASEAN region, the SIJORI

(involving Singapore, Johor in Malaysia and
Riau in Indonesia), the IMT (Indonesia, Ma-
laysia, Thailand), and theEAGA (EastASEAN
Growth Area, involving Eastern Malaysia,

South Philippines, Brunei, and Eastern Indo-

nesia) are basically meant to attract FDI and

are initiated (or sponsored) by governments.

The success of these grovAh triangles would

depend on whether the complementaries that

exist among their constituents could produce

locational advantages.

The ASEAN Free Trade Area (AFTA) is

also meant to make the entire ASEAN region

an attractive investment area. While the

movement of goods is made more free, fac-

tors of production cannot as yet move freely.

The hope is that the larger, single, freer

market of ASEAN will allow greater econo-

mies of scale to operate. Within the region

itself, the distribution of FDI will be affected

by the way investors perceive differences in

comparative advantages among the ASEAN
countries. The new patterns of division of

labour in the ASEAN region are a part of

those that develop in the wider Asia Pacific

region.

The paper by Motoshige Itoh and Jun

Shibata (1995) is an attempt to study the

emerging division of labour and operation of

Japanese firms in the region by focusing on

the electric machinery industry. This industry
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is a very dynamic one in the region, but it

cannot provide a generalised picture because

this industry has very special characteristics

that lend itself more to the globalisation of

production than other industries. Thus, the

impacts of the emerging division of labour

on the operations of Japanese firms remain

rather inconclusive at this stage. In the pro-

duction of VCRs, for example, the parent firm

is involved in various stages of production

and assembling. This might suggest that the

business network will be dominated by the

parent.

On the other hand, in the automotive in-

dustry, parent firms are usually involved only

in the final assembling and production of

large parts. This opens the possibilities for

developing partnership or other types of stra-

tegic alliances. The organisational modes in

the automotive sector are seen to have evolved

from an internalised structure to global net-

works, however, the control of the links in

the chain of production is retained because

it is a producer-driven network, which is dis-

tinct from a buyer-driven network. It is also

observed that even within the electric machi-

nery industry different types of corporate

links or business networks can develop. This

suggests that corporate links may not be as

sector-specific as may be expected. It may be

specific to the operations of so-called 'net-

work firm', that is the firm that manages and

coordinates the network.

While modes of operation may differ,

Japanese firms investing abroad in general

do have a common strategic objective, namely

the creation of regional sources of competi-

tive advantage that would strengthen their

position both in the international market-

place and at home. It has been observed that

Japanese firms have increasingly come to view

their counterparts in many Asian economies

as actual or potential partners (Denis Fred

Simon andYongwook Jun, 1995). This suggests

that development and consolidation of re-

gional production networks by Japanese firms

are likely to continue. They also gave interest-

ing examples of various kinds of business net-

working that Japanese firms are engaged in.

Networking can be of the internal or ex-

ternal kind. Internal networking is under-

taken when control, usually through owner-

ship, is considered important. External net-

working refers to the use of so-called bond-

ing mechanisms which are of a non-equity

type, such as licensing, supplier or OEM (ori-

ginal equipment manufacturing) contracts,

subcontracting, or strategic alliances. The

different network structures can be either

fimctionally based (marketing or manufac-

turing) or possibly even culturally linked.

There is the view that networking has be-

come the name of the game as the more com-

petitive and uncertain environment in which

firms operate today necessitate them to con-

stantly enhance their access to complement-

ary assets and high value-added partners

through networking.

There are a number of possible implica-

tions of this trend. There are those that see

the emergence of two major production and

business networks in the region. One is a Jap-

anese network(s), and the other a Chinese

network(s), the latter referring to the cross-

border production linkages among "over-

seas" Chinese capital and mainland China.

One can argue that a Japanese network can

be seen as being based on technology. It is

much more difficult to define what the basis

of a Chinese network is. The notion of a com-
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miinity of "overseas" Chinese based on cul-

tural linkages is no longer valid in South-

east Asia. Suggestions have often been
made as well that a Chinese network is

essentially based on trust. Alternatively, it

can be based on forms of financial relations.

It remains to be studied With greater pre-

cision whether the Japanese or Chinese busi-

ness networks that develop in the region are

unique to the region, unique to either Japan

or China, and whether these business net-

works today are different from what they

were before. There are also no compelling

reasons to predict that, if indeed they exist,

these two major networks are bound to co-

llide with each other. Japanese FDI in East

Asia is not concentrated in Southeast Asia

and larger amounts are expected to be directed ,

to China, while significant amounts of FDI
from Hong Kong and Taiwan continue to

flow into ASEAN. Perhaps what we might see

emerging are two layers of regional product-

ion networks, with that of Japan having a

higher technological content.

The changing nature of FDI in the region

and the emergence of production networks

is believed to have an impact on trade. Petri

(1995) showed that there is a virtuous circle of

investment, trade and growth in the region.

The basis for this observation is that out-

ward-oriented trade and investment policies

have stimulated trade and attracted FDI, and

in turn this has encouraged goverrunents to

sustain policies that are favourable for inter-

national linkages. A study by APEC (1995b)

has shown that the total elasticity of changes

in trade flows to changes in the total (inward

and outward) FDI stock averages about 0.6,

meaning that a 10 per cent increase in total

FDI stock in the APEC region increases trade

flows by 6 per cent a year.

There is the view that this trade-invest-

ment nexus might not have existed in the past

when FDI inflows into a number of ASEAN
countries, for example, were predominantly in

non-manufacturing (extractive) activities or

were meant to substitute imports. FDI flows
into ASEAN in the 1980s were definitely

trade creating. In a country such as Indo-

nesia, for example, about 70 per cent of FDI
projects since the latter half of the 1980s
consisted of export-oriented investment pro-

jects. In the fiiture, if uses of non-equity ar-

rangements become the preferred mode,
the trade-investment nexus will tend to be

weakened.

The creation of regional production net-

works in East Asia has many interesting im-

plications for trade relations in the region.

Inti-a-industiy tiade and intra-firm trade are

generally observed to have increased. Trade

of developing East Asia with major partners

(the United States and Europe) has steadily

increased, but the imbalance in favour of

East Asia has also risen. Meanwhile, the im-

balance between Japan and East Asia in

Japan's favour has also risen. This may be

expected as Japan uses East Asia as an export

platform. If further globalisation of Japanese

firms result in a different mode of operation,

this issue may no longer be there.

The general view is that intra-regional

FDI flows are likely to continue to grow as

firms in the region seek to exploit their com-

petitive advantages in the production and

trade of differentiated goods and services

based on firm-specific assets. This tiend is

strengthened by new push and pull factors.

One important push factor is the policy of

commercial engagement adopted by the US
government in support of the increased par-

ticipation of American firms in the big emer-
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ging markets, including ASEAN and China.

An important pull factor is the continued

improvement of investment policies in the

region and further expansion of business

activities caused by high rates of growth and

particularly the huge infrastructure develop-

ment plans that are open for private parti-

cipation.

Furthermore, with the continuous rise in

their income, the role of Asian developing

economies for Japanese and other investors

appears to be changing as well from being

primarily an export base to one of a market

for final consumption. These new pull factors

are shared by virtually all Asian developing

countries that regard FDI as an important

instrument for promoting economic growth

and development. Hence, the increased com-

petition for attracting FDI is clearly discer-

nible region-wide.

Investment Liberalisation in Asia

Developing Countries

Since the late 1980s virtually all Asian

developing countries have embarked on re-

forms of investment regimes. These invest-

ment liberalisation initiatives were under-

taken unilaterally. As indicated earlier, they

have occurred due to the recognition of the

benefits of liberalisation and increased com-

petition, rather than due to regional or inter-

national (multilateral) agreements. FDI poli-

cies in Asian developing countries, however,

are still quite extensive and complex. The po-

licy instruments include the following: (a)

restrictions on the level of foreign ownership

permitted; (b) discriminatory treatment of

foreign investors; (c) operational restrictions

such as local content requirements and mini-

mum export levels; and, (d) investment in-

centives such as tax concessions. In addi-

tion there are a host of other policies that

influence on FDI such as tariffs and other

trade barriers, an absence of competition

policy or a weak provision to safeguard in-

tellectuzd property rights.

Mari Pangestu and Bijit Bora (1995) and

their study for APEC (1995d) proposed a

framework of investment measures by which

the progress towards liberalisation and re-

maining impediments can be assessed. In

essence, liberalisation of and impediments to

FDI can be assessed in terms of promoting or

violating the basic principles governing in-

ternational economic transactions, namely

transparency, national treatment, and most

favoured nation (MFN) status. Table 3 lists

Table 3

A FRAMEWORK OF INVESTMENT MEASURES

A. Administrative Procedures

• transparency in foreign Investment laws

• transparency in the administration and application of

foreign Investment laws

• procedures for the ratification of applications

• discretionary authority exercised by official bodies in

granting investment applications or subsidies

• this category applies to all levels of government

B. Market Access and National Treatment Standards

• right of establishment

• application of national treatment in the operation of

foreign firms

• government procurement preference

• appropriate dispute settlement facilities

• protection from expropriation

C. Operational Restrictions

• export minimums
• local content requirement

• limits on royalties, fees

• transfer price administration

• limitation on debt/equity ratio

• exemption from capital gains taxes/registrations

• trade balancing requirements

• land use restrictions

• domestic sales requirements

• technology transfer and licensing requirements

• remittance restrictions

• local equity restrictions

• emigration and other controls on overseas recruitment

and key personnel

Source: APEC (1995d).
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four groups of investment measures and
their respective components.

The APEC (1995d) survey on investment

liberalisation initiatives reports the following

measures that have been undertaken by Asian
developing countries since the late 1980s:

In the area of administrative procedures:

the record here is rather impressive. Many
countries have introduced the "one stop ser-

vice" concept and implement strict time limits

to process applications. Others have enacted

new laws which explicitly welcome FDI.

- Indonesia: (a) elimination of minimum
capital; (b) one stop service; (c) greater

regional autonomy in approval.

- Korea: (a) allowing branches of foreign

banks to process FDI applications; (b)

reducing required documentation; (c)

one stop service: (d) reducing process-

ing time; (e) abolishing review proce-

dure in granting tax benefits to foreign

invested companies; (f) establishment of

a unit at the Ministry of Labour to assist

foreign companies in understanding Ko-
rean labour/management relations,

i

- Malaysia: (a) introduction of Promotion

of Investment Act.

- Philippines: (a) enactment of a new For-

eign Investment Act.

- Thailand: (a) introduction of foreign

ownership of land.

In the area of market access: the liberalisa-

tion process in this area has been selective

and is focused mostly on export oriented

industries. A number of countries have in-

creased the threshold of foreign participa-

tion in certain sectors and allowed foreign

participation in previously restricted or

sensitive sectors.

- China: (a) allowing 100 per cent foreign

affiliated enterprises.

- Indonesia: (a) changes to negative list

and requirements for 100 per cent equity;

(b) substantial relaxation of divestment

requirement.

- Korea: (a) implementation and accelera-

tion of liberalisation of business activ-

ities; (b) extended national treatment.

- Philippines: (a) increasing the number
of sectors open to foreign investments;

(b) allowing foreign investors to lease

private land for 50 years; (c) suspending

the nationality requirement in cases of

ASEAN projects or investment by
ASEAN nationals.

- Taiwan: (a) increasing foreign equity

ceiling of total issued stocks of a listed

company.

- Thailand: (a) allowing wholly-owned for-

eign business to operate investments in

basic infrastructure, public utilities devel-

^
opment and transportation systems.

In the area of operational restrictions: gov-

ernments have not been too eager to act uni-

laterally on this issue; however, some of the

operational restrictions (local content require-

ment) are included in the TRIMs provision.

- Indonesia: (a) notification under WTO
TRIMS.

- Korea: (a) lowering the restrictions on

manufacturers borrowing offshore for

long-term loans.

- Malaysia: (a) notification under WTO
TRIMs; (b) reducing withholding tax on

technical fees and royalty from 15 per

cent to 10 per cent; (c) allowing exporters

to keep a portion of export proceeds in

a foreign currency account in Malaysia.
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- Philippines: (a) notification under WTO
trims; (b) allowing greater participation

by foreign investors in domestic econ-

omic activities; (c) liberalisation of land

lease restriction; (d) liberalisation of for-

eign exchange controls.

- Thailand: (a) notification under WTO
TRIMs; (b) abolishing restrictions on

the establishment of assembly plants;

(c) liberalisation of foreign exchange

controls.

In the area of investment incentives: hard-

ly anything has been undertaken to discipline

the use of fiscal incentives. This applies to

developing as well as developed members of

APEC. The use of operational restrictions is

usually combined with investment incentives.

As noted by Pangestu and Bora (1995),

the above survey of liberalization measures

should be interpreted with great care since

economies such as Hong Kong and Singa-

pore which were not reported as having

undertaken liberalisation efforts not neces-

sarily protect themselves from foreign in-

vestors. In fact, they are already relatively

open and do not require extensive reform.

The survey of impediments by APEC
(1995c) identified the following remaining

impediments to investment:

(a) limitation of foreign ownership: China

(with the exception of a few restricted

sectors), Indonesia (subject to negative

list), Korea (subject to negative list), Ma-

laysia (depending on proportion of pro-

duction exported, firm's value added,

technology component, priority sectors,

size of investment, location and local

content, except in extractive, mining and

minerals processing where fiill foreign

ownership is permitted); Philippines (sub-

ject to negative list); Singapore (in banks,

airlines and shipping); Taiwan (subject

to negative list, which include coal, crude

petroleum, natural gas, securities and in-

vestment trusts, air transportation); Thai-

land (in restricted sectors or if less than

80 per cent of output exported).

(b) restrictions on land ownership: Brunei

(land lease available at specified sites);

China (land rights available through con-

tract system and payment of compensa-

tion); Indonesia (three types of land rights

available); Philippines (land lease avail-

able); Taiwan (agricultural and forest

land); Thailand (unless promoted by the

Board of Investment).

(c) restricted sectors: China (security related

sectors, precious mineral resources, retail

and catering business, assembly of im-

ported components for domestic sale,

native products and traditional export

products), Indonesia (23 restricted sectors

and 12 prohibited sectors, including retail

and wholesale trade, radio and television

broadcasting); Malaysia (certain parts or

components industries); Philippines (retail

trade, mass media, engineering, rice and

corn production, defence related activities,

small and medium-size domestic market

enterprises, import, and wholesale activi-

ties); Singapore (arms and ammunitions

manufacture, electricity, gas and water,

newspaper publishing, airlines and ship-

ping); Taiwan (high polluting activities,

public utilities, finance and securities,

mass media and publication); Thailand

(banking, finance, insurance, certain pu-

blic utilities and military goods, agricul-

ture, animal husbandry, fishery).

(d) performance requirements: China (tech-

nology transfer, export, foreign exchange
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balancing requirements); Indonesia (lo-

cal content requirement and export per-

formance requirements in various sec-

tors); Korea (no explicit regulation but a

localisation program exists); Malaysia

(local content requirements in motor ve-

hicles, export requirements depending on
level of foreign equity level); Philippines

(export, local content, and technology

transfer requirements in certain sectors,

including motor vehicles); Taiwan (local

content requirements for automotive in-

dustry); Thailand (domestic sales and
export requirements in certain sectors,

local content requirements in motor ve-

hicles, pasteurized and skim milk, and vari-

ous other manufacturing industries).

(e) tax incentives: China (depending on loca-

tion and sector of activity); Indonesia

(priority sectors, national treatment); Ko-

rea (depending on technology compo-

nent, national treatment); Malaysia (de-

pending on local content linkages, value

added, MTS ratio, export oriented manu-

facture, technology, R&D and HRD); Phil-

ippines (national treatment); Singapore

(national treatment); Taiwan (national

treatment); Thailand (national treatment).

(f) other restrictions, include licensing (all

Asian developing countries) and foreign

exchange controls (China; Korea; Taiwan).

Ais shown earlier, Asian developing econ-

omies (as well as developed APEC members)

have been slow to reduce the use of opera-

tional restrictions (performance requirements)

and investment incentives. This clearly identi-

fies the agenda for investment liberalisation

in the Asia Pacific region. In addition, as ob-

served by Pangestu and Bora (1995), an esti-

mated 78 per cent of services markets in the

region remain closed to international transac-
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tions. This is another important area for re-

gional liberalisation as the share of trade in

services increases. A further area of concern
is the protection and enforcement of existing

intellectual property regimes.

Towards Free and Open Investment
in the Asia Pacific Region

Analyses of investment liberalisation in

the Asia Pacific region suggest that unilateral

liberalisation appears to be the most effect-

ive means towards free and open invest-

ment in the region. There are, however, areas

in which commitments to unilateral liberal-

ization seem to be forthcoming only slowly,

if at all. This is the case in the use of invest-

ment incentives and operational restrictions.

The TRIMS agreement, for example, has intro-

duced some discipline to operational require-

ments. So far only a few Asian developing

countries have submitted notification under

WTO TRIMS which relate mostly to local

content requirements. The question, there-

fore, is whether a regional investment agree-

ment of sorts could help promote the liberal-

isation of investment regimes in the region.

The APEC Non-binding Investment Prin-

ciples (NBIP) could perhaps be seen as an

embryo of such a regional agreement.

The Sixth APEC Ministerial Meeting in

Jakarta in November 1994 agreed to adopt

the NBIP after a comprise was reached al-

most at the eleventh hour. Representatives

of the U.S. government made it known in the

meeting of the APEC CTI (Committee on

Trade and Investment) and in the subsequent

APEC Senior Ofiicials Meeting (SOM) that

the quality of the document was not good

enough. The draft was finally accepted in

the Ministerial Meeting with the under-
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Standing that the NBIP should be seen as

an evolutionary document.

It was realised" already at the early stage

in the development of the proposal for an

Asia Pacific Investment Code (APIC) that a

legally binding code will not be acceptable

to many APEC members, at least not initially.

Chia Siow Yue (1994) predicted that in view

of the diversity of APEC members, "to gain

acceptability, a regional investment code has

to be voluntary and be modest in its object-

ives. The code should seek to encourage in-

vestment openness among APEC members

and not to coerce countries that are not yet

ready."

The APEC NBIP is indeed much weaker

than the recommendation of the Eminent Per-

sons Group (EPG) on an APEC Concord on

Investment Principles as contained in its

Second Report (APEC, 1994). The Report

proposed that the Concord should include

an effective dispute settlement mechanism.

In the opinion of the EPG, the Concord

should begin as a voluntary instrument, but

member economies that adopt the code vo-

luntarily will be bound by its principles.

A skeptical view sees that a document

such as the NBIP would not add significantly

to existing OECD or GATT principles on in-

vestment. In addition, although this docu-

ment may assist the evolution of the prin-

ciples this view is doubtful that a non-binding

code will strengthen the observance of these

principles (Lloyd, 1994). Accepting the fact

that at this stage only a NBIP is acceptable

APEC-wide, Pangestu (1994) argued that "by

having to put down on paper what can be

universally accepted principles govisrning in-

A more extensive discussion on this subject can

be found in Hadi Socsastro (1995a).

vestment, all participants begin to think about

their rights and obligations not just from

their own narrow perspectives, but to con-

sider the full consequences of their actions

and policies internationally as well as to the

other players." This process, she argued, is

important as confidence building measures

and it could well be that unilateral liberalisa-

tion would lead to the agreed upon principles

faster than would any binding code.

The NBIP evolved from a draft code for-

mulated through a process organized by

the Pacific Economic Cooperation Council

(PECC). The draft Code, which emphasised

the central principles of transparency, non-

discrimination, and national treatment, has

seven sections, namely: (a) guiding principles;

(b) responsibilities of signatories; (c) respon-

sibilities of investors; (d) dispute resolution;

(e) extensions; (f) relation to other agree-

ments and institutions; and, (g) participa-

tion (PECC, 1993). The section dealing with

the responsibilities of signatories contains

eighth items; they are:

1. Transparency

2. Most-Favoured-Nation Treatment

3. Establishment of Investment

4. National Treatment

5. Transfers

6. Nationalisation and Compensation

7. Performance Requirements

8. Taxation and Investment Incentives.

The PECC draft Code was based on a

number of ideas and principles. First, the in-

vestment agreement should encourage a more

harmonised approach to investment on a vol-

untary basis. It should not seek uniformity

but should encourage greater transparency

and more consistency. Furthermore, it should

not demand any immediate policy changes
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or require legal compliance with externally

imposed rules. As stated by Bora (1994), "the

rules are not designed to punish, handicap

or restrict activities, but are designed to en-

sure an open cooperative investment regime."

Second, the Code should be designed so

that members will progressively adhere more
closely to the guidelines. It should neither

require negotiations nor the need for any

regional mechanism to "enforce" such a vol-

untary code. The Code should be "self-en-

forcing" in the sense that scarce investment

funds are more likely to flow to those who
sign and adhere, voluntarily, to its basic guid-

ing principles. Thus, as argued by Bora

(1994), the Code will encourage progressive

liberalisation of investment rules and policies.

Third, the Code should be on an open,
'

MFN basis, consistent with the objective of

open regionalism. Fourth, the Code should

be capable of responding to continuing evo-

lution of the region and of the nature of in-

ternational investment itself. In the words of

Bora (1994), the Code should be designed

to be consistent with the evolutionary prin-

ciple of Asia Pacific economic cooperation

and thus, ofAPEC as well.

In view of the explosion of investment in

the APEC region as examined earlier, it has

been asked why the region would need a col-

lectively agreed upon rules on investment.

It is felt that while investment policies in

the APEC region have been significantly lib-

eral-ised, considerable differences still exist

among national policies. This could create

conflict when a country's investment policy

is perceived to be detrimental to another

country's economic interest. Many coun-

tries in the region have already entered into

bilateral investment agreements, but invest-

ment flows in the region cannot be promoted
by having a complex web of bilateral arrange-

ments which cannot ensure uniformity of
treatment. In addition, developing countries

continue to resist bilateral investment agree-

ments for fear that such agreements would
tend to favour capital exporters more than
capital importers. In should be noted that

a number of developing APEC countries

now have become an important source of
FDI. As multilateral agreements are not easy

to reach, a regional investment agreement
has it attractiypness.

Guisinger (1993) argued for an Asia Pa-
cific investment accord on several grounds.

One important consideration is that the Asia

Pacific region is currently fi-ee from strong

tensions over investment, and this should

provide an ideal environment for launching

a regional investment agreement. The current

favourable investment picture in the region

may only be a temporary "honeymoon" period

in which "host and investor countries go out

of their way to accommodate one another."

However, tensions may arise in the more ma-
ture stages. Thus it is desirable to have in

place a formal understanding on the ground

rules on foreign investments before such

tensions arise. Bergsten and Graham (1994)

fiirther argued that APEC would help to lock

into place the policy liberalisation that has

already taken place in the region.

The APEC NBIP contains 12 points. Al-

though "right of establishment" is not a se-

parate item, but included in the item on "na-

tional treatment", minimally the NBEP alreacfy

deals with the main four elements of restrict-

ions (discrimination) against foreign inves-

tors. These four elements are: right of estab-

lishment, national treatment, MFN treatment,

and transfers.
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According to Llyod (1994), the removal

of barriers and discriminations in all these

four elements could provide the standard

of completely free movement of capital

against which restrictions could be mea-

sured. Bergsten and Graham (1994) sug-

gested that an effective investment code

should contain five central elements: three

are statements of basic obligations of host

countries to investors, namely (a) trans-

parency, (b) right of establishment; and (c)

national treatment; one is an institutional ar-

rangement, namely a dispute settlement me-

chanism; and, the other one is a set of

further obligations of host nations and of

investors, which covers: (a) expropriation, (b)

taxation, (c) investment incentives, and (d)

performance requirements.

TheAPECNBIP (and thePECC draft Code)

contains all the above important elements

affecting the movement of investment capital

except for the dispute settlement mechanism.

It is only logical that this non-binding "code"

does not have its own mechanism for dis-

pute settlement. However, the APEC NBIP

(see Annex) does contain an item on the set-

tlement of disputes which proposes that dis-

putes could be settled through procedures

for arbitration in accordance with members'

international commitments or through other

arbitration procedures acceptable to both

parties.

As it stands now the APEC NBIP is a use^

fill document that could help improve invest-

ment rules and policies in the APEC member

economies. Its non-binding nature does not

threaten members. It is important, however,

that APEC undertake regular reviews of mem-

bers investment policies and to extend the

scope of NBIP. This process, as stated earlier.

is an important confidence building mea-

sure in APEC's total activities. As stated else-

where, the NBIP should not be judges as part

of a regional agreement but as a means of

advancing so-called "concerted unilateral lib-

eralisation" in the region, a modality and ap-

proach towards APEC-wide liberalisation

which has been adopted in the APEC Osaka

meeting in November 1995.

In what direction and how should the

APEC NBIP develops in the fiiture? There are

three policy options. The first is for APEC
(through the CTI) to design procedures and

programs to continue with the efforts to

strengthen, evolve and expand the scope of

the investment principles, supported by a

review process on members' investment lib-

eralisation.

The second option is to transform the

APEC NBIP into a legally binding invest-

ment agreement. Many possible steps have

been identified. One suggestion is for mem-

bers to voluntarily accede to the investment

"code" in which case the principles become

binding. There is the issue of whether a mini-

mum acceptable standard of opeimess would

be required for accession to the code. The al-

ternative is to make the code mandatory for

all APEC members, but individual members

are allowed to accede to specific items of

the code.

The third option is to use the APEC NBIP

as a "platform" for APEC members to contri-

bute to (and perhaps also take the leader-

ship in) the development of a multilateral in-

vestment agreement.

These three options are not necessarily

mutually exclusive but may be a matter of

sequence.
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At this stage it is clear that the APEC
NBEP should be seen primarily as a vehicle

to affect policy change in its member coun-

tries. This being the case, the first option

promises to produce the best results. In its

assessment of the NBIP, the APEC EPG in

its third report (APEC, 1995a) identified the

need to strengthen five of the agreed prin-

ciples. It concluded that four of the NBIP
fall short of standards that have been set in

other international agreements. These include:

transfer of fimds, capital movements, national

treat-ment (which includes right of establish-

ment) andperformance requirements. The fifth,

regarding investment incentives, is seen to

be far from adequate. The report acknow-

ledged that international fora have not been

able to deal with this difficult issue of invest-

ment incentives. Even NAFTA failed to

address this issue. The EPG proposed that

APEC should take up this issue.

Concluding Note

Investment incentives have indeed pro-

liferated over the past two decades or so.

They are offered extensively both in devel-

oping and developed countries. However, as

yet there is no consensus on whether in-

vestment incentives are effective or not. Gov-

ernments generally believe in the "magic" of.

investment incentives. However, this is not

shared in general by investors (Neda Pirnia,

1995).

Joel Bergsman (1995) concluded that in-

vestment incentives are effective to some sig-

nificant extent at least, in certain kinds of

places and for certain kinds of investment.

The places of locations that are "parts of

one large market" are more likely to compete

for a given piece of FDI. The kinds of in-

vestinent where competition is strongest, and
where incentives appear to be most effective,

are the "footioose" activities that have few
technological or natiiral limitations on loca-

tional decisions. This being tiie case, Bergs-

man suggested that countries in the Asia
Pacific should not use investment incentives

in tiieir effort to attiact FDI. Firstiy because

tiiey are not part of one large market as tiiere

are no protective walls around the Asia Pa-

cific region. Secondly, investments in foot-

loose activities are not the kind of invest-

ment which these countries should aim at.

Edward Graham (1995) argued that in-

vestment incentives can be distorting be-

cause of tiieir tariff-like consequences. There-

fore, a case can be made for the implementa-

tion of international discipline on their use.

However, he also showed that some in-

centives, in case of market failure, can have

positive effects. It follows, thus, that a re-

gional or international agreement on this

matter should not be in the form of a total

ban.

Of concern is the fact that governments

in the region tend to be drawn into a kind of

bidding wars to attiact FDI with the conse-

quence of overbidding which amounts to

the granting of incentives in excess of the

amounts justified to offset market failure.

Graham further argued that such bidding

wars are likely to occur at a regional level.

This suggests that a regional arrangement

of sorts could help create an end to this kind

of competition. As proposed by Graham,

the region ~ logically through the APEC con-

sultative process — could begin to develop

the criteria for deciding on which invest-

ment incentives are objectionable and which

are non-objectionable.
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ANNEX

APEC NON-BINDING INVESTMENT PRINCIPLES

In the spirit ofAPEC s underlying approach of open regionahsm.

Recognising the importance of investment to economic development, the stimulation of growth, the

creation ofjobs, and the flow of technology in the Asia-Pacific region.

Emphasising the importance of promoting domestic environments that are conducive to attracting

foreign investment, such as stable growth with low inflation, adequate infrastructure, adequately de-

veloped human resources, and protection of intellectual property rights,

Reflecting that most APEC economies are both sources and recipients of foreign investments.

Aiming to increase investment, including investment in small and medium enterprises, and to

develop supporting industries.

Acknowledging the diversity in the level and pace of development of member economies as may be

reflected in their investment regimes, and committed to ongoing efforts towards the improvement and

further liberalisation of their investment regimes.

Without prejudice to applicable bilateral and multilateral treaties and other international instru-

ments.

Recognising the importance of fully implementing the Uruguay Round TREVis Agreement,

APEC members aspire to the following non-binding principles:

TRANSPARENCY

• Member economies wdll make all laws, regulations, administrative guidelines and policies pertaining

to investment in their economies publicly available in a prompt, transparent and readily accessible

manner.

NON-DISCRIMINATION BETWEEN SOURCE ECONOMIES

• Member economies will extend to investors from any economy treatment in relation to the estab-

lishment, expansion and operation of their investments that is no less favorable than that accorded

to investors from any other economy in like situations, without prejudice to relevant international

obligations and principles.

NATIONAL TREATMENT

• With exceptions as provided for in domestic laws, regulations and policies, member economies will

accord to foreign investors in relation to the establishment, expansion, operation and protection

of their investments, treatment no less favourable than that accorded in like situations to domestic

investors.
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INVESTMENT INCENTIVES

• Member economies will not relax health, safety, and environmental regulations as an incentive toencourage foreign mvestment.
"i^cuuvc lo

PERFORMANCE REQUIREMENTS

• Member economies will minimise the use of performance requirements that distort or limit ex-
pansion of trade and investment.

EXPROPRIATION AND COMPENSATION

• Member economies will not expropriate foreign investments or take measures that haVe 'a similar
effect, except for a public purpose and on a non-discriminatory basis, in accordance v^th the laws
of eadi economy and prmciples of international law, and against the prompt payment of adequate
and effective compensation. ^ n

REPATRIATION AND CONVERTIBILITY

• Member economies will further liberalise towards the goal of the free and prompt transfer of funds
related to foreign investment, such as profits, dividends, royalties, loan payments and Uquidationsm freely convertible currency. :

'

SETTLEMENT OF DISPUTES

• Member economies accept that disputes arising in connection with a foreign investment will be
settled promptly through consultations and negotiations between the parties to the dispute or, failing
this, through procedures for arbitration in accordance with members' international commitinents or
through other arbitration procedures acceptable to both parties.

ENTRY AND SOJOURN OF PERSONNEL

• Member economies will permit the temporary entry and sojourn of key foreign technical and
managerial personnel for the purpose of engaging in activities connected with foreign investment,
subject to relevant laws and regulations.

AVOIDANCE OF DOUBLE TAXATION

• Member economies will endeavour to avoid double taxation related to foreign investment.

INVESTOR BEHAVIOUR

• Acceptance of foreign investment is facilitated when foreign investors abide 1)y tfie host" economy's
laws, regulations, adminisfrative guidelines and policies, just as domestic investors should.

REMOVAL OF BARRIERS TO CAPITAL EXPORTS

•• Member economies accept that regulatory and institutional barriers to the outflow of investment

will be minimised.
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The Long Path Towards APEC:
Where Do Indonesia, Australia

and Japan Stand?

Teuku Rezasyah*

"f my HIS article is designed to trace the

I events that led to the establishment

JL ofAPEC (Asia Pacific Economic Co-

operation). The analysis focuses on the posi-

tion taken by Indonesia and Australia, along

with the strategic role played by Japan. In-

terestingly, despite initial caution about the

actual motives behind APEC, Indonesia has

begun to relax its original rigid stance. On

the other hand, both Japan and Australia

have consistently supported the idea of

APEC from the outset, because it promoted

the idea of free trade in the region. Japan

in particular viewed APEC as a medium

through which it could further increase its

international economic role (such as foreign

aid, trade surpluses, and exports).

The growth of Pacific economic cooper-

ation will be traced throughout three conse-

cutive periods: (1) 1968 to 1977 ~ the intellec-
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reading of Joanna Russeli-Rezasyah.

tual development of the idea; (2) 1968-1977 ~

the manner in which the idea itself was SO7

cialized; and (3) 1978-1989 ~ the application of

the idea into practice. Even though no fun-

damental changes occured during its devel-

opment, the basic idea itself has become

more realistic over the years, and begun to

be translated into concrete action (Soesas-

tro, 1995: 3-7; Wanandi, 1983: 1271). Through-

out this paper we will examine how the three

countries' interests intersected and then cul-

minated in the foundation of APEC in 1989.

THe First Period: Nurturing the Idea

(1960-67)

The Origin of the Idea

Throughout this period, the Asia Pacific

region witnessed various proposals from

Japan. The idea itself began in 1960, when

Morinosuke Kajima proposed a Pan-Pacific

organisation in the Upper House of the Jap-

anese Parliament. Such an organisation was
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primarily designed to consolidate and to im-

prove the political and economic situation

in Asia, and Kajima expected Japan to ad-

minister a Marshall Plan-type Asia Devel-

opment Fund, by providing grants for the

development in the region. While Kajima's

proposal remained stagnant, two leading

Japanese economists (Saburo Okita and Ki-

yoshi Kojima) developed a separate series of

research studies at the Japan Economic and

Research Centre (JERC), and called for the

promotion of regional economic integration.

From that time onwards, JERC encouraged

annual meetings among the five developed

Pacific nations (Australia, Canada, Japan,

New Zealand and the United States) to dis-

cuss issues of common interest: economic

relations, transportation, communication and

cultural exchanges. It was during JERC's first

international conference in November 1965,

that Kojima proposed the foundation of a

Pacific Free Trade Area, or PAFTA, involving

the above mentioned five nations (Soesastro,

1995: 4-6).

Kojima's main assumptions regarding

PAFTA were as follows: First, its high de-

gree of interdependency with the rest of

the world would have a bearing on its re-

lationship with the developing countries in

the region. Second, the organisation itself

collectively possessed all the economic pre-

conditions necessary to create integration

within the Pacific region. Third, its readiness

to welcome developing countries ~ provided

with preferential treatment ~ would expand

trade in the Pacific. Kojima's undeclared as-

sumption was that PAFTA would act as a

buffer against the European Community's

(EC) development in the region. In the pro-

cess, PAFTA would expand trade in the

region; even though the upcoming global

THE INDONESIAN QUARTERLY. XXIV/ 2

tariff reduction initiatives had failed (Soesas-

tro, 1983: 1259-60 and Drysdale, 1983: 1296).

Kojima gained the Japanese government's
full support, since PAFTA itself was offi-

cialy endorsed by Foreign Minister Miki in

May 1967. Miki himself proposed the need
for regional consultation at an official level

(called the "Asia Pacific Policy"), which would
see Japan play a bridging role between the

developed Pacific economies and the devel-

oping economies of Southeast Asia. The
proposal in fact represented Japan's first

attempt to play a greater role in the post war
era. Miki's proposal was also aimed to restart

the unsuccessful series of Ministerial Confer-

ences for the Development of Southeast

Asia, known as SEADMIC and SEAMCED,
through which Japan was prepared to fimd

the Southeast Asian countries' ideas of a

regional cooperative institution (Sneider and

Borthwick, 1983: 1249; Crone, 1992: 69).

The Role of Australia in Japan's Regional

Strategy

Australia's special relationship with Japan

can be traced to the late 1950s and early

1960s, when they had to face up to the

reality of the wider protectionism imple-

mented by the United States and the Western

European countries. While being unable to

handle the aforementioned problem unilat-

erally, Australia was also unconvinced that

an open trading system would act as a so-

lution (Harris, 1991: 28-36; Higgott, 1994: 525).

Since Australia found herself in the same

position with Japan, she began to motivate

herself to work in tandem to handle the in-

creasingly discriminatory bloc in Western

Europe, and organise an economic coalition
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with countries in the Pacific region to counter

such similar trends. From that time onwards,

experts from Japan and Australia began to

discuss the possibility of a Pacific Free Trade

Area. One of the more prominant groups, the

Australia-Japan Business Council Committee

(which was founded in 1962), put forward

the idea of a Pacific Basin Economic Council,

or PBEC (Soesastro, 1995: 7; Drysdale, 1983:

1294).

The PBEC was established in April 1967,

when Pacific business leaders (businessmen,

bankers and industrialists) from Australia,

Canada, Japan, New Zealand and the United

States agreed to conduct several studies and

discussions on regional trade and investment.

They wanted to create a powerfiil lobby for

regional economic cooperation, and to bring

the idea to the attention of those remaining

governments who still did not favour the

idea of free trade in the Pacific region. In

the process, PBEC prepared to design a

greater cooperation between the region's

public and private sectors, as well as to ad-

vise governments and international agencies

on economic and business matters specific

to the Pacific area (Sneider and Borthwick,

1983: 1250; Crone, 1992: 69).

Indonesia's Earliest Response

The Indonesian attitude towards regional

economic institutions was unclear through-

out the Old Order period (before 1965). Re-

latedly, the country's internal political build-

ing ran in tandem with her focus on the on-

going bipolar competition. However, despite

appreciating Japan's role in Indonesia's eco-

nomic development, the New Order govern-

ment perceived all Japan's ideas of regional-

ism as being identical with her pre-war idea

of Greater East Asia Co-Prosperity Sphere.

In fact, the Japanese idea for an Asian Pacific

Policy was primarily targeted towards the ad-

vanced nations, to coordinate their extensive

aid programs towards the developing coun-

tries in the region (Drysdale, 1983: 1294;

Soesastro, 1995: 5). The main issue here was

the maintenance of a centre-periphery re-

lationship packaged in the formula of aid

coordination.

The Second Period: The Institutional

Development of the Pacific Economic

Cooperation (1968-77)

In 1968, Japan became aware of the devel-

opment in Western Europe in the wake of the

completion ofthe EEC's elimination of internal

tariffs. In Kojima's eyes, such development

would not only result in the formation of an

economic bloc, but also mean that the EEC

would intensify its intra-regional development

and seek to become more self-sufficient. As a

result, he felt the necessity to upgrade PAFTA

simultaneously at both the governmental and

the non-governmental levels (Soesastro, 1983:

1260).

The Governmental Level

For Kojima, it was not feasible to put

PAFTA into operation at that time for sev-

eral reasons: Firstly, the differing levels of

industrialisation within the five developed

economies in PAFTA (Australia, Canada,

Japan, New Zealand and the United States)

would result in unequal distribution of

market resources amongst these nations.

Secondly, the United States was not pre-
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pared to lead either the European or the

Pacific regional grouping, and the five de-

veloped Pacific economies themselves were
still behind in terms of integration and so-

lidarity (Soesastro, 1983: 1259-60).

Regardless of the above structural prob-
lems, Japan's commitment remained high, and
this can be seen with her initiatives to estab-

lish the following organisations: the "South-

east Asia Fisheries Development Centre"

(SEAFDEC) and the "Southeast Asian
Agency for Regional Transport and Commu-
nications" (SEATAC) in 1968; the "Asian
Pacific Coconut Community" in 1969; the

"Study Group for Asian Tax Administration

andResearch" (SGATAR) in 1 97 1 ; the "South-

east Asian Promotion Centre for Trade, In-

vestment, and Tourism" (SEAPCENTRE) in

1972; and the "Southeast Asia Log Producers

Association" in 1974. At the same time, re-

search institutions affiliated with the Min-
istry of Foreign Affairs and the Ministry of

International Trade and Industry (MITI) con-

ducted independent research to develop the

study of regional economic cooperation. Their

primary findings confirmed that Japan's secu-

rity interests lay within the Pacific regional

institution (Soesastro, 1995: 8; Sneider and
Borthwick, 1983: 1249).

The Non-Governmental Level

, . To complement the PBEC (which was
;restricted to business people), Japan helped

to create an organisation known as Pacific

Trade and Development (PAFTAD) in Ja-

nuary 1968, as an exclusive forum for eco-

nomists from the major free market trading

nations of the Pacific Rim. The idea was raised

for the first time during the organisation's

first conference in the same year. Even though
it was convened by Kojima, the conference
itself was organised under the auspices of
JERC and headed by Saburo Okita (Crone
1992: 69).

Subsequent conferences saw major de-
bates over the desirability of a Pacific Free
Trade Area. However, as time went by the
idea itself became less and less feasible
in the eyes of Australia, Canada and New
Zealand because it would mean that they
could have no chance of competing with
economic giants such as the United States

and Japan. The resulting lack of support
from the Australian, Canadian and New Zea-
land scholars involved in the development
research forced Kojima himself to withdraw
his support for the abovementioned pro-

posal (Drysdale, 1983: 1295).

The Role of Australia in the Formation of

Pacific Economic Cooperation

During this period, Australia supported

Japan's idea of economic regionalism firstly

because Japan's greater concentration on the

region's economy happened at a time when
Australia herself was also in the process of

redirecting her economy away from Europe

to the Asia Pacific region; and secondly, be-

cause Australia wished to have free access

to the economic developments in Southeast

Asia and the Western Pacific. Their bipar-

tisan approach led the two governments to

finance a project called "The Australia, Japan

and Western Pacific Economic Relations Re-

search Project" in 1972. Up to the end of the

second period, they countinuously reviewed

the level of ASEAN countries' responses

towards the idea (Drysdale, 1983: 1295-6).
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The Degree of Indonesian Responses

From an Indonesian perspective, the se-

cond period (1968-77) happened during the

first stage of its involvement in the "Associ-

ation of the Southeast Asian Nations"

(ASEAN). As memories of her confrontation-

alist policies of the past remained fresh in

the minds of her regional partners, she was

forced to focus more on confidence building

measures, and involved herself in a collect-

ive design of ASEAN. ASEAN's concentra-

tion on the social and economic development

of its members made the association seem

somewhat inward looking, however, from an

Indonesian perspective, the national resili-

ence of the ASEAN members would in the

long run support the achievement of re-

gional stability (Kusumaatmadja, 1991: 131;

Snitwongse, 1995: 519).

With regard to the ongoing Japanese pro-

posals, responses from Indonesia and her

ASEAN colleagues remained cool. They per-

ceived Japan as being arrogant, ready and

able to exploit their natural resources, and

only willing to provide aid to benefit herself.

Such perception remained, eventhough Japan

pledged a "Fukuda Dotrine" in 1977, which

charted support for the development of

ASEAN, and showed her willingness to

finance projects which could strengthen

ASEAN's solidarity (Ross, 1995: 139; Habib,

1990: 51).

The Third Period: The Socialisation

ofPacificEconomic Cooperation Idea

and the Changing Indonesian Atti-

tude (1978-89)

Despite the absence of a govemmentally

based regional economic cooperation, the

first two periods themselves produced fruit-

ful results. Extensive contact within PAFTAD
and PBEC circles fostered greater commimi-

cation among academic economists and bu-

siness communities in the Pacific. Gradually,

participants based in Japan, Australia and

the United States began to attract their coun-

terparts from Southeast Asia and East

Asia (Crone, 1992: 69).

However, Japan herself began to face a

dilemma, as her proposals to the ASEAN
countries were not well received. As a result,

Japan began to change her approach, from

unilateral sponsorship of the idea into one

of co-sponsorship. Australia, known for her

longstanding economic and foreign policy

commitment to Japan, became the ideal

partner in such a situation.

Collaboration with Australia at the Govern-

mental Level

Throughout this period, Japan remained

committed to the idea of an institutional-

ised Pacific economy. The newly elected

Prime Minister (Masayoshi Ohira) immedia-

tely formed an advisory group to his office

in December 1978. Its aims were two-fold: to

study ways to enhance regional cooperation

among the Pacific countries, and to construct

a cohesive economic community within the

region (Soesastro, 1995: 12).

It is understandable that Japan took the

above line, because PAFTA itself had been

overshadowed by GATT's successful reduc-

tion of world tariff and trade barriers. Later

on, the study group published a proposal

called the "Pacific Basin Cooperation Con-

cept" (PBGC) in 1980, which encouraged

collective ideas from the Pacific countries
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on how to build the infrastructure of the or-

ganisation. A less structured type of OECD
was favoured over a strictly EEC type of in-

stitution, and the PBGC was seen as merely

a consultative body (Soesastro, 1983: 1262-4).

The year before, Japan and Australia were

instrumental in the formulation of a Pacific

economic institution called "the Organisa-

tion for Pacific Trade and Development"

(OPTAD). Saburo Okita from Japan and
Peter Drysdale from Australia were central

t0! its development. As the political climate

at this time was not conducive towards the

establishment of a free trade area in the Pa-

cific region, OPTAD became no more than

a feasibility study. The two experts involved

began to examine the possibility of an
OECD type institution for the Asia Pacific

region, which focused more on the functional

level, rather than the structural level. Issues

taken into consideration were trade, invest-

ment, foreign aid, and mechanism to resolve

regional trade disputes (Drysdale, 1983:

1302; CSIS, 1982: 73).

While acknowledging the reluctance of

ASEAN countries to join OPTAD, Kojima

proposed an alternative mechanism to ac-

hieve the goals of the latter, which would fo-

cus on sub-regional issues, rather than com-

plex affairs of the entire Pacific region. For

this purpose, Japan introduced an ASEAN-
Pacific Forum as a sub-regional body of

OPTAD in 1981, which was designed to in-

corporate the ASEAN countries and the five

advanced Pacific countries. It was hoped

this mechanism would attract other countries

to participate in OPTAD if it was successfiil

and,, in the long run, transform the organi-

sation into a regional body (Soesastro, 1983:

1265).

Collaboration with Australia at the
Non-Governmental Level

To support the idea of PBCC and
OPTAD, Japan ~ with the support of Aus-
tralia ~ organised the "Pacific Economic Co-
operation Conference" (PECC) at the Aus-
tralian National University in September
1980. Here, the Prime Ministers of Japan and
Australia officially introduced a proposal

called the "Pan Pacific Association" to the

developing countries in the region (an idea

which had already been agreed to by the

five developed economies). At the institu-

tional level, it proposed greater economic co-

operation in the region by encouraging con-

sultation, coordinating information, solving

economic problems and reducing friction.

At the global level, it aimed to channel Pa-

cific interest into global discussions, and

encourage public awareness of the inter-

dependencies of the international economy

(Higgott, 1994: 530; Crone, 1992: 70; Harris,

1989: 19).

Uniquelly, the PECC showed flexibility in

its membership because it had a fripartite

network of academics, business and govern-

ment representatives. It was a non-govern-

mental institutionin itself since the govern-

ment officials participated in a private

capacity. Within a short time, the PECC began

to play a role in issues such as information

exchange related with trade and investment.

Furthermore, it broadened its area of con-

centration to include agriculture, mining and

energy, forestry, fishery, human resources,

science and technology, transportation, tele-

communication, and tourism (Ross, 1995: 139;

Simandjuntak, 1990: 31).

Despite this, it is difficult to examine

the extent to which the PECC contributed



THE LONG PATH TOWARDS APEC 187

towards the regional institutionalisation be-

cause the countries involved had not been

able to develop a consensus over the issue.

Sceptical observers tended to focus overtly

on the organisation's primarily advisory role.

Understandably, those governments who

were prepared to engage themselves tended

to restrict the type of information they sup-

plied. In the process, business communities

began to ask for concrete results in the form

of business deals (Simandjuntak, 1995: 102;

Aggarwal, 1993: 1032; Wanandi, 1990: 35-42).

The optimistic camp argued that the re-

gional mood of cooperation in the early

1980s was still in an exploratory phase, so this

explained why the PECC was at that point

in time no more than an advisory body.

Nevertheless, the PECC (along with FAFTAD
and PBEC) had managed to develop a

feeling of solidarity among the Pacific na-

tions, and this made the idea of Pacific co-

operation more popular. More importantly,

heightened regional confidence led many

Pacific governments to believe that despite

their many differences, it was possible to

have effective cooperation which could ac-

commodate all their interests (Elek, 1991: 35;

Wanandi, 1990: 34-5; Sneider and Borthwick,

1983: 1253).

Regardless of its shortcomings, the

PECC's consensus style and government re-

presentation provided it with an important

inter-state and inter-society negotiating ca-

pacity on which future regional cooperation

could be built. Through an extensive network

of officials, businessmen and researchers

in various task forces, the PECC made the

region's communities more aware of their

commonality of interests as well as their

differences. Despite this, it was evident that

it had reached the limit of what it could

do, and it was evident that its future ideals

could only be achieved through inter-govern-

mental mechanisms (Wanandi, 1990: 36;

Beeson, 1995: 5).

Australia's Strategic Interests in

Supporting the Japanese Proposal

Australia's close affiliation with Japan

was not only economically motivated, but

also link-ed to a broader field of interest, i.e.

security. Japan had become her largest trad-

ing partner and raw material export market;

while she herself provided about one fifth

of Japan's total imports. Australia found that

her relationship with Japan was economically

more important than her relationship with

the United States because the latter's posi-

tion on tariff protection had become increas-

ingly ambiguous since the 1970s (Harris,

1991: 28; and O'Connor, 1995: 87).

With regard to the ongoing US-Japan

trade dispute, Australia was concerned with

Japan's possible political, strategic and eco-

nomic reorientation, as it could severely dam-

age Australia's economy. Paradoxically, while

still pointing to the Americans moral and

material leadership, Australia expected Japan

to expand her regional trade, diplomatic and

financial commitments. Forced to choose,

Australia might opt for Japan rather than

the US. As Japan had a more clearly defined

stance on trade relations than the US, Aus-

tralia was prepared to permit Japan to play

a leading role in the bilateral relationship.

Her pro-Japanese attitude was clear when the

former Foreign Minister Hayden touched

the siibject of regional leadership in 1988

(Rix, 1987: 80; Rix, 1993: 62-79).
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The importance of the Asia Pacific re-

gion can be seen if we look at the percent-

age of Australian exports to the area be-

tween 1965 and 1988. In 1965, only 26 per

cent of her exports went to the Asian
region, however, by 1988, this figure had
doubled to almost 47 per cent. In contrast,

only 20 per cent of her total exports went
to North America and the South Pacific in

the same year. The above pattern has be-

come more established since the second

half of the 1980s, when more than half of

Australia's exports and nearly half of her

imports were directed to or sourced from
the region, with almost 20 per cent of her

international investment already located in

this area (Gamaut, 1992: 370; Hay, 1994: 14;

Evans, 1989: 3).

Australia's closer economic association

with Japan convinced her that she should

work harder to ensure that the idea of Pa-

cific economic cooperation was accepted

by the region. The logic behind her attitude

was as follows. First, an Australian initiative

would arouse less hostility from countries

in the region, than might be expected from

the US or Japan, because the countries with-

in the region knew that Australia was no

threat to them economically. Second, bringing

the US into the structure would be an ef-

fective way to counterbalance the dominant

role of Japan, upon which Australia had

became increasingly dependent for trade,

investment and capital. Third, the new eco-

nomic structure itself would provide an op-

portunity for her South Pacific partners to

get involved in a broader international ar-

rangement. Finally, her membership in the

ANZUS pact (along with New Zealand and

the United States) would become more im-

portant once the US was economically in-

volved (Sung-Joo, 1983: 1286-7).

The Development of the Indonesian Stance
vis a vis ASEAN

The Indonesian position can be divided
into two periods, i.e. from 1978 to 1983, and
fi-om 1984 to 1989. Throughout the first' per-

iod, Indonesia felt a necessity to build up
the cohesion of ASEAN because the institu-

tion was relatively new. In the second per-

iod, she found herself unable to challenge

the regional mood for economic institutional-

isation, and had to stay in a new structure

which was not as accommodative as it had
been in the past.

The Period ofDisapproval (1978-83)

The Indonesian government and her

ASEAN counterparts acknowledged initiat-

ives leading to a Pacific economic grouping

only when the then Japanese Prime Min-
ister (Ohira) announced his support in 1978.

However, ASEAN perceived all potential

arrangements ~ PAFTA, PAFTAD, OPTAD,
and PBEC— as representing the economic

interests of the developed countries over

those of the whole region. This idea was
given credence because Japan approached

only Australia when the former country

initiated the "Pan Pacific Plan" iii 1980

ASEAN' s reservations about the idea were

exemplified in the following ways: the diver-

sity in the Pacific economies; the difficul-

ties in implementing the market sharing for-

mula; and the prevalence of ASEAN's insti-

tutional problems. At the same time, ASEAN
found herself without the time and man-

power to explore the idea further (Wanandi,

1983: 1272-7; Wanandi, 1985: 77-8).

Difficulties emerged between ASEAN and

the PECC because both organisations had
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a different outlook on the issue of economic

institutionalisation. From the PECC's per-

spective, a broader Pacific institution would

not dilute ASEAN, but in contrast, it would

enhance its diplomacy vis a vis its dialogue

partners. Again, a collective regional approach

could show its effectively, one the global

North-South dialogue entered a stalemate. In

the long run, countries in the Pacific region

could formulate a regional approach towards

specific issues such as raw materials and

trade commodities, general system of pre-

ferences, the implementation of the new

Law of the Sea, direct foreign investment and

resource transfers (Wanandi, 1983: 1276-7;

Wanandi, 1985: 80).

Indonesia remained unconvinced of the

success of the PECC's proposal throughout

this period, eventhough she still perceived

it as the logical extension of PAFTAD. In-

donesia perceived it necessary to conduct

a unilateral assessment of herself, and

examine how such cooperation would affect

ASEAN. The statement made by the coun-

try's Foreign Minister at that time (Mochtar

Kusumaatmadja) was clear: Indonesia did

not find any necessity to adopt the ambi-

guous proposal. A similar comment was also

made in 1983 by the country's economic

minister (Ali Wardhana). Even though ac-

knowledging the importance of the proposal,

Indonesian was critical of its future implica-

tions, due to the complicated web of relation-

ships existing between the various countries

involved (Higgott, 1994: 530; Soesastro, 1983:

1256; Wardhana, 199.5: 181).

With regard to ASEAN, Indonesia expect-

ed her partners to consider the economical

and institutional feasibilities, in order to

prevent it from being diluted institutionally.

Economically, the unpredictable impact and

short-term benefits of joining a broader

group could challenge ASEAN's economic

and institutional consolidation, and long-

term achievements. Indonesia believed that a

stable and prosperous ASEAN would pro-

duce a more viable region. However, there

was no guarantee that a Pacific community

cooperation scheme could solve the North-

South problems (Mangkusuwondo, 1991: 86).

Indonesia gained considerable support

from some of her partners in ASEAN, who

were willing to safeguard their "non-align-

ment" credentials against possible pressure

from the United States and Japan. The as-

sumption was justifiable because all pro-

posals for a Pan-Pacific organisation were

being considered most actively by non-

ASEAN countries (Crone, 1992: 74; Surig-

Joo, 1983: 1287-8).

Institutionally, the desired EEC-type or-

ganisation was not compatible with ASEAN,

which had successfiilly worked under the

principle of consensus. Indonesia remained

sensitive to the "tripartite" involvement of

academics, business people and government

officials, who were gaining organisational

coherence. In the process, Indonesia feared

that Ausfralia, Japan and the United States

were attempting to establish a formally

structured inter-governmental organisation,

which in the long run would lead to the

latter two countries' dominance. Regardless of

the above structure, Indonesia did not en-

tirely rule out the idea of Pacific Economic

Cooperation. Her government encouraged

the Centre for Strategic and International

Studies (CSIS) ~ a non-governmental insti-

tution " to study the idea further, and

examine its possible benefits for ASEAN
(Wanandi, 1983: 1273-4; Soesastro, 1995: 12;

Harris, 1989: 18).
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A Reversal in the Indonesian Attitude
(1984-89)

Since 1984, ASEAN and the PECC
began to adjust their positions. Acknow-
ledging the greater role played by ASEAN
in the international fora, PECC began to su-

ggest that the ASEAN countries, South
Korea, the Pacific Island States, and the five

industrial states (Australia, Canada, Japan,

New Zealand and USA) should become the

core members of the Pacific Economic Co-
operation. The framework permitted the

participation of the PRC and the Soviet Union
only in task force committees established

by the core members (Wanandi, 1985: 76).

ASEAN's compromise happened in the

same year when the Indonesian proposal,

for an ASEAN Pacific Cooperation (with

partners in Pacific and Europe) was accept-

ed as a consensus by the ASEAN Foreign

Ministers. Accordingly, ASEAN had proved

its cohesiveness through its involvement
and influence in GATT, UNCTAD, the Uru-

guay Round, OECD, Non-Aligned Move-
ment and the Group of 77. The PECC wel-

comed this development as it was structured

around the annual meeting ofASEAN Foreign

Ministers; and involved the participation

of the five Pacific OECD countries (Kusuma-
atmadja, 1991: 135 andLuhulima, 1985: 84).

The purpose of such a meeting was two-

fold. Firstly, to allow the participants to ex-

change views on Pacific economic develop-

ment and cooperation. Secondly, to identify

and develop specific areas for possible co-

operation in the region; particularly in the

field of human resource development (HRD)

programs (Wanandi, 1990: 40 and Soesastro,

1995: 14). In my opinion, the reversal in the

Indonesian stance was unique, because the
country was among the most reluctant
members in ASEAN to officially link her
economy to a broader environment. This
could only happen after she clearly examined
her economic stance vis a vis the rest of
ASEAN members, as well as the strategic

implications of ASEAN's participation in
such a broader grouping.

Domestically, despite her reliance on im-
port substitution industrialisation policies,

Indonesia had operated restrictive trade and
foreign investment policies (with protect-

ionist measures becoming normal practice)

since the early 1980s. She had also restructed

her economy in response to the collapse of
oil and commodity prices on the world
market. Since then, despite several inconsis-

tencies, the Indonesian government announ-
ced reform packages in tiie following sectors:

trade and foreign investment regulations,

finance and taxation procedures, which pro-

duced new directions in the state's economic
policy (Simandjuntak, 1990: 23).

Indonesia also learned, that her partners

in ASEAN had undertaken outward orien-

tated sti-ategies in tiade, investment and in-

dustry, along with unilateral, across-the-

board liberalisation of their economies. They
initiated marketisation of businesses (which

used to be under government monopoly), pri-

vatised some state enterprises, lowered trade

barriers, and increased competitive invest-

ment policies. For Malaysia and Singapore

in particular, privatisation and deregulation

programs ran in tandem with their economic

liberalisation. Since then, the states' bureau-

cracies began to make decisions based on

market and investment orientations, with the

governments themselves acting as the faci-
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litator (Yam, Heng and Low, 1992: 322; Si-

mandjuntak, 1995: 92; Crone, 1992: 72).

At the institutional level, Indonesia found

that ASEAN's achievements in mid-1980s

had been less than impressive. Intra-ASEAN

exports constituted only 14 per cent of her

total exports, and 16 per cent of her total im-

ports in 1977. These figures were lower than

those of the European Economic Community

in the 1950s, which stood at approximately

22 per cent for both imports and exports.

More importantly, ASEAN began to face

structural problems. For example, past eco-

nomic cooperation efforts in the ASEAN In-

dustrial Project (AIP, 1976) and Preferential

Trading Arrangements (PTA, 1977) did not

enhance ASEAN's competitiveness in the

global market. This was due to inefficient

regional monopolies and lack of industrial

links with non-ASEAN countries (Yam, Heng

and Low, 1992: 321-2; Sung-Joo, 1983: 1287).

Within this environment Indonesia began

to acknowledge that ASEAN's intra trade

and economic relations had been surpassed

by its interactions with countries outside

ASEAN. Among others, ASEAN's total ex-

ports to the PECC countries grew sharply

from 54.4 per cent in 1970 to 65.8 per cent

in 1988. At the same time, the total world

export to the PECC economies jumped from

32.4 per cent to 38.7 per cent within the same

period. The ongoing global recessions high-

lighted ASEAN's growing economic inter-

dependence with the other Pacific economies

(Mangkusuwondo, 1991: 84; Kusumaatmadja/

1991: 135).

At the same time, the end of the Cold

War itself permitted the American and the

Western European countries to put pressure

on ASEAN and the New Industrialised coun-

tries to liberalise their economies. The latter

groupings could not identify themselves

anymore as successful models of capitalist

development, and expected protection from

the industrialised countries. While the indus-

trialised countries themselves were facing-

lower economic growth, unemployment and

industrialised competitiveness from Japan

and China; they began to perceive the suc-

cess of ASEAN and the NICs groups as

somewhat threatening. As a result, the four

NICs began to lose US GSP benefits fi-om a

January 1989, and some pressure was also

put on Malaysia and Thailand (Yam, Heng

and Low, 1992: 312-13).

In conclusion, the combination of external

presures, ASEAN's institutional cohesion,

and increased domestic demands within the

organisation itself for economic liberalisa-

tion, convinced Indonesia that the time was

right to involve herself and ASEAN in a

broader grouping. However, ASEAN remained

suspicious of this development because it

feared that its effectiveness would be di-

luted in a broader grouping. This could be

seen in the dialogues which were restricted

at the ministerial level, and were dominated

by political issues which mostly concerned

ASEAN. These included efforts to resolve

the Cambodian conflict, and human resources

development (Wanandi, 1990: 40).

Less obvious, but crucial behind joining

such a broader grouping was that by bring-

ing both the US and Japan into the structure,

ASEAN would be able to balance the com-

peting interests of the latter countries. More-

over, there remained uncertainties with re-

gard to the great powers' relationship in the

region (Sung-Joo, 1983: 1287).



Further Development: Trends for Open Re-
gionalism

The readiness of ASEAN to initiate meet-
ings with its dialogue partners in the ASEAN
Pacific Forum marked a new era in the Paci-

fic cooperation. This is important because a

successful regional institution had to firstly

gain support from ASEAN. Regardless of its

success, the forum at least produced a habit

of dialogue, and boosted ASEAN confidence

in its ability to deal with countries in the

broader grouping. Since then, the establish-

ment of a governmentally based Pacific Eco-

nomic Cooperation became a matter of time,

since the PECC organisation ~ through its

Australian Pacific conomic Cooperation
Committee ~ began to recommend the ele-

vation of the ongoing consultation to the

Ministerial level (Elek, 1991: 36-7).

Japan's support came in March 1988,

when the former Prime Minister Nakasone
proposed a forum to promote a Pacific type

of OECD; dealing om free economic, cultural

and information exchange. For Nakasone,

the idea could be best institutionalised in a

"Pacific Forum for Economic and Cultural

Cooperation", membering all developed and
developing countries who wished to join.

The United States was supportive at Japan's

plaii, because it did not go against her own
economic values. The US' underlining logic

was to prevent the scaling down of her eco-

nomy in relation to Japan's economy, and

see herself discriminated against like the

EEC in the Asia Pacific (Morrison, 1994: 67;

Sung-Joo, 1983: 1283).

Since the idea was high on the US do-

mestic agenda, its strategic implication

began to gain a wider acknowledgement, and

helped the Australian Prime Minister (Bob

Hawke) to propose an inter-governmental
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forum provided with a formal structure. While
ASEAN preferred the ongoing Post Minis-
terial Conference (PMC) to be a two-tier fo-

rum; the ASEAN countries began to see the
issue had gained collective support from
the region's five developed economies (Si-

mandjuntak, 1990: 32).

Since then, ASEAN's rejection became
secondary to the development of the idea,

when the US began to show her readiness to

commit herself in the process of implemen-
tation. Among others. Senator Alan Crans-
ton from California proposed that the US
President take the lead in the establishment

of a Pacific Basin Forum in the form of an-

nual summits to discuss both economic and
regional security matters. Moreover, Cong-
ressmen and Senators in the United States

began to propose a US-Japan Free Trade
Area and a US-EC agreement (Elek, 1991: 37).

Conclusion

APEC emerged as a mutual convenience

between Indonesia, Ausfralia and Japan. Indo-

nesia acknowledged such a grouping only

after she found herself and ASEAN as a

whole unable to resist the global frend to-

wards economic liberalisation. For Japan,

Australia had become the ideal partner to

put the idea of a Pacific economic coopera-

tion into practice because of her economic

compatibility and common regional vision. In

the past, Japan's unilateral approach made
the idea counter productive, and in the pro-

cess encouraged ASEAN to question Ja-

pan's original motives. For Australia, the Pa-

cific economic cooperation made her part

of the region, and put her in a safer posi-

tion when she had to deal with the United

States and Japan.
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The Australia-Indonesia

Security Agreement*

Alan Dupont

ON 18 December 1995, Australia and

Indonesia signed what some obser-

vers have described as a water-

shed security treaty,' the first between the

two former adversaries, and the first ever

signed by Indonesia with any other state.

Officially known as the Australia-Indonesia

Agreement on Maintaining Security, the

Agreement sets out, in former Australian

Prime Minister Paul Keating's words, the com-

mon interest that Australia and Indonesia

share in the "peace and security" of their

immediate region, and affirms the intention

of both states "to cooperate together in
2

support of those interests".

*! am grateful to Nancy Viviani and Joe Camilleri,

for their comments on an earlier draft of this paper.

'See, for example, Greg Sheridan "Keating's Own
Grand Alliance", Weekend Australian, 16-17 Decem-

ber, 1995, and the editorial in one of Indonesia's lead-

ing dailies, Kompas, 16 December 199S.

2
Press Release by the Office of Prime Minister

Keating concerning the "Australia-Indonesia Agree-

ment on Maintaining Security", 14 December 1995.

What the Security Agreement Means

The Security Agreement contains three

key clauses. It commits the governments of

Australia and Indonesia to:

• consult at Ministerial level, on a regular

basis, about matters affecting their com-

mon security, and to develop such co-

operation as would benefit their own se-

curity and that of the region;

• consult each other in the case of adverse

challenges to either party, or to their com-

mon security interests and, if appropriate,

consider measures which might be taken

by them individually or jointly and in

accordance with the processes of each

government; and

• promote, in accordance with the policies

and priorities of each, cooperative acti-
3

vities in the security field.

An analysis of the wording of the Agree-

ment, and the accompanying "interpretative"

^bid.
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comments by Keating and senior Indonesian

officials, makes it clear that the agreement
is not a defence treaty, as some have suggest-

ed, but a far more broad ranging document.'^

This is not merely a semantic distinction.

Both parties have accepted a holistic defini-

tion of security in which defence against ex-

ternal military attack is but one of a number
of possible security challenges on which Aus-

tralia and Indonesia would consult, and
agree to take appropriate action. The Aus-

tralia-Indonesia Security Agreement can be

seen, therefore, as providing a framework for

discussing and managing many of the emerg-

ing, non-military security issues which are

likely to have growing salience in the se-

curity environment of the 21st Century, such

as illegal migration, terrorism, the environ-

ment, and transnational crime. Soon after the

Agreement was signed, the then Australian

Foreign Minister, Gareth Evans, drew at-

tention to the multidimensional nature of

the Agreement, pointing out that it should

be seen in the context of "regional instabili-

ty It's to deal with issues like terrorism

and narcotics and piracy arid other extern-

ally derived sources of instability of this

kind".^
'

The Agreement is predicated on the notion

of shared security interests rather than de-

fence against common threats, reflecting a

growing consensus, in the Asia-Pacific re-

gion, that genuine security can only be ac-

hieved through an inclusive process which

identifies areas for agreement and coopera-

A point made by Indonesia's State Secretary,

Moerdiono. Sec the editorial in Media Indonesia, 19

March 1966.

^Evans cited in Weekend Australian, 16-17 De-

cember 1995.

tion. This approach contrasts quite sharply

with that of the Cold War era, where defence
and security treaties were primarily oriented

against perceived military threats to the se-

curity of member states, usually with a spe-

cific adversary or potential assailant in mind.
The Agreement is therefore consistent with
recent Southeast Asian attempts to shift

"defence strategy and planning fi-om threat-

based premises to interest-based calcula-

tions", a formula which now looks likely to be

accepted as one of the fimdamentals under-

pinning a new regional approach to security.^

It should be noted that the Agreement pro-

vides only for "consultation" in the advent

of "adverse challenges" to the security in-

terests of either party. There is no automatic

guarantee of action, but the same could be

said of the ANZUS Treaty and the Joint De-

claration of Principles that Australia signed

with Papua New Guinea in 1987. The Agree-

ment is reciprocal, however, unlike the Five

Power Defence Arrangement (FPDA), which

links Australia with the United Kingdom,

New Zealand, Malaysia and Singapore.

The phrase "adverse thalleriges" deserves

some comment as the wording has generated

a degree of controversy in Australia. When

This form of words appears in a draft memor-
andum prepared by the Working Group given re-

sponsibility by the Council for Security Cooperation

in Asia and the Pacific (CSCAP), for articulating

"some broad security principles" for the region.

CSCAP is part of the so called "second-track" pro-

cess on regional security, which plays a valuable

role as a think-tank for the ASEAN Regional Forum
(ARE), and an important forum for the discussion

of concepts and practical measures aimed at pro-

moting regional security. See CSCAP Memorandum
No. 3, "The Concepts of Comprehensive and Co-

operative Security", presented in draft to the Fourth

CSCAP Steering Committee Meeting, Honolulu, 9-10

December 1995.
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Still in opposition, the Liberal-National Parties

claimed that the wording left open the pos-

sibility that Australia might become em-

broiled in Indonesia's internal affairs. Evans,

himself, conceded that the wording was "a

little ambiguous".^ Indeed, at first glance,

there would appear to be some basis for

concern about what Australia might do

should Indonesia, which ranks domestic po-

litical stability as its highest security priority,

ask for assistance to combat a perceived

threat to its internal security. In reality, how-

ever, it is highly unlikely that either Indo-

nesia or Australia would ever contemplate

siich an intercession. Keating made this

quite clear in his Press Conference after the

announcement of the Agreement, when he

categorically stated that the Agreement only

related to external security challenges, not

those of a domestic nature. This interpre-

tation was subsequently reaffirmed by In-

donesian officials, including Foreign Min-

ister Ali Alatas.

The somewhat curious English wording of

the phrase "adverse challenges", and its

studied vagueness, strongly suggests that it

was inserted at Jakarta's request, to allay any

criticism that the Agreement is a military pact,

or is directed at a particular state. As Patrick

Walters has observed, this would be consist-

ent with Indonesia's historical sensitivities

to military alliances or defence arrangements,
9

and its leading role in ASEAN. The word

"challenges" also features in the recent

7
Weekend Australian, 16-17 December 1995.

g
See the text of Prime Minister Keating's Press

Conference on 14 December 1995 and Australian, 19

December 1995.

'ibid.

writings or Rear Admiral R.M. Sunardi, the

influential senior advisor to the Indonesian

Minister for Defence and Security, General

Edi Sudradjat. At a Conference which he at-

tended in Canberra in November, 1994, Su-

nardi noted that the changing regional se-

curity environment had invalidated much

of the "old" strategic thinking and its asso-

ciated assumptions, and reduced the like-

lihood of military invasion and threats. Su-

nardi suggested that it might be more useful,

for the purpose of strategic analysis, if the

term "challenges" and "risks" were to be

used instead of "enemies" and "threat".

Implications for Australia:

In assessing the implications for Austra-

lia, one must begin with the Agreement's

symbolic importance. The Agreement sends a

direct and unambiguous signal to the region,

that Australia now fiilly accepts its future

well-being as a nation will ultimately depend

on its own ability to build constructive relat-

ions with its Asian neighbours, including iii

the security domain. Beyond this, as the Aus-

tralian newspaper's Foreign Editor, Greg

Sheridan, has written:

"This is the first Asian security treaty we
have negotiated for 25 years It is the first

reciprocal security treaty*- We'^'-haVfe' ever

signed with an Asian nation. It is the first

mutual security treaty Indonesia has signed

with anyone. It is the first security treaty we
have ever signed with a nation whose troops

have been in direct physical combat with Aus-

tralian troops ... After the Americem alliance.

Admiral R.M. Sunardi, "Security Perspectives

and the Australian-Indonesian Cooperations (sic)",

paper presented at the 20th National Conference

of the Australian Institute for International Affairs,

Canberra, 25-26 November 1994.

Weekend Australian, December 16-17, 1995.
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as embodied in the ANZUS treaty, this be-
comes the next most important treaty for
Australian security that any Australian gov-

ernment has ever negotiated".

"

Given that Australia has historically re-

garded Indonesia with a mixture of appre-

hension, and some would say incomprehen-

sion, this attitudinal change represents a

major break with the past. More particularly,

it continues the process of constructing a dis-

tinctively Australian defence and foreign

policy, a process which has accelerated in the

post Cold War period. The Agreement with

Indonesia also serves to lessen Australia's

previous strategic dependence on the United

States, although it does not invalidate, or

compromise, Australia's extant security ob-

ligations. Nor does it diminish Australia's

commitment to regional and multilateral secu-

rity dialogue and confidence building. Fun-

damentally the Agreement is not based on

shared values, but rather shared interests,

consistent with Indonesia's belief that com-

prehensive security is all about creating a

"balance of interests" rather than a "balance

of power". In this important respect, Aus-

tralia's strategic relationship with Indonesia

differs from that with the United States,

which is founded on shared values as
,
well

as shared interests.

The Security Agreement brings Australia

much closer to achieving a long sought stra-

tegic objective, clearly and forcefully spelt

out by a senior defence official to the Whit-

lam Labour Government more than two de-

cades ago. The then head of the Department

of Defence's Strategic and International Po-

Indonesia's 1995 Defence White (otherwise

known as the Policy of the State Defence and Secur-

ity of The Republic of Indonesia 1995), 17.

licy Division, Bill Pritchett, argued in an in-

ternal departmental Minute, that "what is

ultimately, and most importantly, at stake
in relations with Indonesia is the defence
interest A secure, united and well disposed

Indonesia is therefore a basic and enduring

desideratum of our strategic policy."'^ Twenty
years later, this same strategic imperative was
central to Keating's decision to seek a formal

security agreement with Indonesia.

Because of its size, population, ethnicity,

geographical proximity, and different cul-

ture, Indonesia has long been regarded by

a significant number of Australians as the

source of the most likely potential threat to

national security. This Agreement makes it

less likely that Australia will face a security

threat from Indonesia in the foreseeable

future, because it provides an institutional

imperative for closer security cooperation,

thereby raising the political stakes for any

future Indonesian regime which might
harbour hostile intentions towards Australia.

The Keating Government was no doubt

fully apprised of the strategic capital which

would accrue to Australia, if Indonesia

could be locked into a closer security rela-

tionship while a well-disposed President

Soeharto still holds the reins of power. The

Agreement will certainly help to minimise the

possibility of fiiture volatility in the bilateral

relationship after Soeharto leaves office.''*

Minute from Pritchett to Minister for Defence,

Bill Morrison, 9 October 1975. Cited in Brian Toohey

and Marianne Wilkinson, The Book of Leaks (North

Ryde, Sydney: Angus and Robertson, 1987), 187.

14
See, "Hands Across the Timor Sea," Econom-

ist, 23 December 1995-5 January 1996.
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As a number of commemtators have

noted, the formal security link with Indone-

sia completes a pattern of treaties that Aus-

tralia has now established with all its im-

mediate neighbours, which will serve to

complicate the strategic calculus for any po-

tential adversary. New Zealand is still part of

ANZUS, although arguably not a fiiUy paid

up member these days. Papua New Guinea

is the other signatory to the 1987 Joint De-

claration of Principles, and Singapore and

Malaysia are members of FPDA, along with

New Zealand. For a nation which has long

suffered from a sense of national insecurity,

the establishment of a network of regional

security agreements and arrangements which

includes the world's only superpower, as

well as the second most populous state in

East Asia, would be regarded by most Aus-

tralians as a positive and welcome develop-

ment, although not universally so, as will

be discussed later in this article.

In the defence arena, there has been an

explosion in bilateral defence contacts, exer-

cises and training between the Australian

Defence Forces and their Indonesian counter-

parts since 1992, to the point where Australia

has become the principal provider of for-

eign defence training to Indonesia. In ad-

dition, there is now a regular, senior official's

dialogue on regional and global security

issues, as well as a newly constituted Aus-

See, for example, Cameron Stewart, "Alliance Se-

cures Coastline Defences," Australian, 15 Decem-

ber 1995.

'*For a more detailed analysis of Australia's inse-

curities and threat perceptions from the colonial period

to the 1990s, see Alan Dupont, "Australia's Threat

Perceptions: A Search for Security," Canberra Papers

on Strategy and Defence (Strategic and Defence Stu-

dies Centre, Australian National University, 1991).

tralia-Indonesia Defence Policy Committee,

which sets the annual agenda for bilateral de-
17

fence cooperation. The Security Agreement

will provide a usefiil, overarching framework

for these activities, which have tended to

develop in a fairly ad hoc and uncoordinated

fashion to date.

While the Agreement only relates to secur-

ity, it must be seen in the context of Aus-

tralia's overall bilateral relationship with In-

donesia, and the increasing cooperation be-

tween the two countries towards the goal of

regional economic integration, and the de-

velopment of a new security architecture for

Pacific Asia. These are two important secur-

ity interests which Australia shares with In-

donesia. The Agreement also promotes

Canberra's broader strategic interests be-

cause it links Australia, as a relatively under-

populated, but technologically and econom-

ically advanced regional state, with one

of East Asia's rising middle-powers. In the

longer terms, the security partnership with

Indonesia will enhance Australia's regional

credentials, and give the nation a stronger

voice in the political, economic and security

forums of East Asia in the 21st Century.

As one might expect, with an initiative of

this dimension, the Security Agreement is

not without its political and strategic risks.

There is a risk that Australia may become

involved in regional disputes which do not

impinge on vital national interests. Indone-

sian Foreign Minister Alatas has identified

four instances of "flare-ups" which might re-

quire consultation between Australia and

Indonesia ~ "a threat to the equilibrium of

forces among the major powers, or a flare-up

'Patrick Walters, "Neighbourly Chat Signals

Change in Indonesian Strategic Thinking," Aus-

tralian, 2 November 1994..
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of issues such as between China and Taiwan,

or a heightening of tension on the Korean
peninsula or uncontrolled escalation (of

tensions) in the South China Sea on the

Spratly Islands."'^

While most international concern has fo-

cused on China's activities in the Spratlys,

there is considerable ambiguity over the

southern limits of China's claims in the

South China Sea, which could extend as

far south as Indonesia's gas-rich Natuna
19

Islands. Indonesia also has unresolved

territorial disputes with Malaysia over owner-

ship of Sipadan and Ligitan islands, in the
20

Sulawesi Sea. Both these disputes have

the potential to draw in Australia, although

Indonesia would be unlikely to enlist Aus-

tralia's support against Malaysia as a fellow

member of ASEAN, even in the event of a

crisis over Sipadan and Ligitan. Australia

would face a more difficult foreign policy co-

nundrum should relations between Indone-

sia and PNG deteriorate over, for example,

the cross-border activities of the dissident

Free Papua Movement {Organisasi Papua
Merdeka - 0PM). At the very least, Australia's

independence of action will be more circum-

scribed than before the signing of the Se-

18 jUJi
Alatas, cited in Weekend Australian, 16-17 De-

cember 1995

Some Chinese maritime maps include a section

of the South China Sea some 250 kilometres north-

east of Natuna Besar Island, which appears to include

a significant portion of Indonesia's Exclusive Eco-

nomic Zone. Foreign Broadcast Information Service,

East Asia Summary, 95-067, 7 April 1995.

20
For an informed discussion of the respective

claims, see Mark J. Valencia, Malaysia and the Law
of the Sea: the Foreign Policy Issues, the Options

and Their Implications (The Institute of Strategic

and International Studies Malaysia, Kuala Lumpur,

1991), especially 81-84.

curity Agreement. In the worst case situation

of open hostilities between Indonesia or
PNG, Australia could conceivably be forced

to side with one of its neighbours in contra-

vention of its formal security ties with the

other.

The Agreement may also heighten sus-

picions in Beijing, that Australia is encour-

aging the establishment of an anti-Chinese

coalition aimed at denying China its "right-

fill" influence in the region. China seems
to have responded positively to the private

briefing provided by Keating's personal

envoy, former Defence Chief General Peter

Gration, and accepted that the Agreement
was not directed at any specific country.^'

And both Alatas and Keating have gone
out of their way to reinforce this point pub-

licly. However, the Chinese have not for-

gotten an earlier comment by the former

Australian Prime Minister in July, 1994, that

there is a natural symmetry of interests be-

tween Australia, Vietnam and Indonesia in

resisting any attempt by China to establish

hegemony in Southeast Asia, or to become

part of "the Chinese orbit.
"^^

Domestically, the Agreement will lend

weight to the arguments of the anti-Indone-

sian lobby in Australia, and internationally,

that Australia has sacrificed its commitment

to liberal values, democracy and human
rights on the altar of Realpolitik. Although

much of the criticism has been directed at the

unusual secrecy which cloaked the nego-

tiating process over a period of 1 8 months, more

fimdamental objections were raised by those

Richard McGregor, "Indonesia Pact Gets Bei-

jing's Blcssmg," Australian, 2 February 1996.

Australian, 1 1 July 1994.
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who see it as immoral to deal with a regime

which is perceived to be fundamentally un-

democratic. Thus, when asked to explain the

basis of his objection to the Security Agree-

ment, former Labour Minister Tom Uren re-

plied: "My concern relates to the Indonesian

Government restricting their citizens" human
23

rights, a free press and free trade unions."

The comments of critics like Uren points

to a more serious, longer-term problem for

the Security Agreement, and the development

of closer ties with Indonesia. And that is the

general lack of understanding and awareness

of Indonesia within the wider Australian

community, and an accompanying sense of

unease and ambivalence about becoming

too close to a country with which Austra-

lians share few identifiable values, customs,

or historical experiences. The fragility of

public support for the Agreement might

yet prove to be its "achilles heel." It is still

an open ended question as to how the Aus-

tralian public, as well as opinion leaders,

would respond to a request from Jakarta for

security assistance or even consultation,

particularly if the offending state were to

have an equal, or stronger, claim to Ausfr-

alian sympathies.

Implications for Indonesia

Since 1948, Indonesia has strictly adhered

to the principles of a "free and active" foreign

policy. "Free," in the sense, that both the

Soekarno and Soeharto governments have

resiled from any formal involvement in

military or defence alliances with other states.

Tom Uren, cited in Weekend Australian, 16-17

December 1995.

"Active," in the sense that Indonesia has

followed its own course in international

affairs, notably as a founder and leading

member of the Non-Aligned Movement and,

later, ASEAN. This policy evolved during

the early years of the Cold War, when inter-

national society was split into two opposing

camps and dominated by the bitter struggle

between the former Soviet Union and the

United States for political, strategic, eco-

nomic and ideological supremacy. The free

and active foreign policy adopted by Indo-

nesia is, in part, a manifestation of Indo-

nesia's "basic distrust of great powers and

superpower politics," as well as its bitter

colonial experiences under the Dutch.

Until the Agreement with Ausfralia, Indo-

nesia was the only ASEAN state which had

not entered into a formal defence or security
25

arrangement with another country. Indeed,

in the three decades that President Soe-

harto has been in oflSce, Jakarta has been ex-

tremely sensitive to any suggestion that its

independence in security matters was being

circumsribed or compromised by too close

an association with foreign states, parti-

cularly the great powers. The obvious quest-

ions which arise then, is why did Indonesia

decide to enter into a bilateral security agree-

ment which appears to confradict the prin-

ciples on which its free and active foreign

Dewi Fortuna Anwar, "Indonesia's Foreign Policy

After The Cold War," Southeast Asian Affairs 1994

(Institute for Southeast Asian Studies, Singapore,

1994), 146.

25
Indonesia has signed border agreements with

Malaysia and PNG, but these are far narrower in scope

than its agreement with Australia. For background on

the 1972 Security Arrangement with Malaysia, see

Z.A. Maulani, "Indonesia-Australia," Gatra, 20 Ja-

nuary 1996.
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policy is founded; and why choose Austra-

lia rather than one of its ASEAN partners

such as Malaysia, or Singapore.

There were a range of political and stra-

tegic considerations which influenced the

Indonesian decision. At one level the Agree-
ment reflects some still nascent changes in

Indonesia's security thinking in the post-Cold

War era, principally a growing awareness

that a free and active foreign policy may
no longer be appropriate in an era of rapid

change, strategic uncertainty and security

interdependence. Indonesian policy makers
are slowly beginning to accept that the

nation will have to adopt a more outward

looking stance and adjust its policies ac-

cordingly. Politically, there is no doubt

that the personal relationship between Soe-

harto and Paul Keating was critical to the

conception and consummation of the Agree-

ment. Keating may also have benefited from

Soeharto's obvious desire to make his mark
as a statesman and visionary, by bequeath-

ing his country a legacy of stability and
security in the declining years of his ste-

wardship. For this reason, Keating's idea-

tional seed may have fallen on unusually

fertile soil.

The Agreement can also be seen as the

logical culmination of the rapid improve-

ment in the overall bilateral relationship over

the past few years, which goes beyond the

multiplicity of defence and security linkages

which have been established in a relatively

short period of time. The long anticipated

visit to Australia in 1995, by B.J. Habibie, the

influential Minister for Science and Tech-

See, for example, the comments by a leading

Indonesian political scientist, Juwono Sudarsono, in

Jakarta Post, 3 July 1995.

nology, was extremely successful in in-

creasing Indonesia's awareness of Australia's

scientific and technological strengths.^^ Soe-
harto almost certainly saw the Agreement
as having a broader political and economic
purpose in consolidating and strengthening

the totality of the relationship with Australia,

and confirming Australia as an important
partner for Indonesia into the next century.

One other observation that can be made,
in terms of Indonesia's current political dy-

namics and structure, is the extent to which
Soeharto continues to dominate the political

agenda and the affairs of state to a degree

which would be unimaginable in many other

countries, whether of a liberal democratic

persuasion or an autocratic cast. As a result,

Soeharto has been able to set the pace in de-

veloping relations with Australia and in

taking policy initiatives without consulting

widely. This was quite evident in the way in

which the Security Agreement was nego-

tiated on the Indonesian side. Very few Indo-

nesian foreign policy and security officials

had input the process, and the Agreement

was as much a surprise to them as it was to

their Australian counterparts.^^

The Security Agreement does deliver In-

donesia a number of palpable political and

strategic benefits. First, as the commentaries

of several senior Indonesian officials and

leading academics make clear, the Agreement

is designed to put to rest Australia's histo-

rical fears about the Indonesian 'threat', and

"Hands Across the Timor Sea," Economist, 23

December 1995 -5 January 1996, 31.

28
John McBeth, Michael Vatikiotis and Jacqueline

Rces, "Personal Pact: Soeharto, Keating Surprise

ASEAN with Security Deal," Far Eastern Economic
Review, 28 December 1995 and 4 January 1996, 19.
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provide the foundation for a more mature and

substantive relationship in the future, as well
29

as contributing to regional stability. Soe-

harto himself observed "that the agreement

should wipe out any doubts among certain

elements in Australia about Indonesia's po-

sition. The Indonesian President also

seems to have accepted the arguments of

the armed forces (ABRI) leadership, that

there is a genuine convergence of strategic

interests between Indonesia and Australia

which should be recognised and formalised

in order to better equip Indonesia to meet

the secutiry challenges of the post Cold

War era. This change of thinking was fore-

shadowed by Rear Admiral Sunardi in 1994,

when he wrote that "every country in the

region should adjust its strategic orienta-

tion according to [the] changes and dyna-

mics of the region ... and should cooperate

and form an equal partnership relation with

others."^'

Second, the Agreement will further erode

the ability of future Australian governments

to criticise Indonesia over its East Timor pol-

icy. While there has been no public reference

to this reality by Indonesian officials ~

indeed such an admission would be poli-

tically un-thinkable given domestic sensi-

tivities in Australia ~ there is little doubt that

Indonesia will gain diplomatically by iso-

lating the critics of its East Timor policy in

See the comments by Juwono Sudarsono, Dewi

Fortuna Anwar from the Indonesian Institute of

Sciences, and JusufWanandi, the head of the Centre for

Strategic and International Studies in Jakarta Post,

15 December 1995.

30
Indonesia's State Secretary Moerdiono, quoting

President Soeharto. Jakarta Post, 19 December 1995.

"Sunardi, "Security Perspectives and the Aus-

tralian-Indonesian Cooperations (sic)," 6.

Australia. It will also reduce the political

influence and leverage of those opposed to

Indonesian policy on Irian Jaya, human rights

and other contentious foreign policy issues.

Third, the Agreement ensures that Indone-

sia's southern frank will not be threatened,

as it was during Confrontation, and it lessens

the likelihood that Australia would use its

considerable strategic and political influence

against Indonesia in any future conflict or

contretempts with its neighbours, particu-

larly PNG, Malaysia and Singapore.

Fourth, the Agreement can be seen as

a significant political and military force mul-

tiplier for Indonesia, because of Australia's

potent regional military capabilities, its access

to advanced Western technology, training

and intelligence, and Australia's close rela-

tionship with the United States, the world's
32

only superpower. The new relationship will

therefore strengthen Indonesia's ability to

shape its immediate strategic environment,

and enhance its leadership of an expanded

ASEAN. Interestingly, it was Indonesia's

frustration with the volatile nature of its rela-

tionship with the United States, which first

convinced ABRI's leadership to look to Aus-

tralia as an alternative source of training, par-

ticularly in the area of small unit and joint
33

forces operations. ABRI is also concerned

See the comment by former Ambassador to Aus-

tralia, Sabam Siagian, in Jakarta Post, 19 December

1995. Sabam argued that the Agreement was useful

because "ABRI can learn military thinking and tech-

nology from Australia, which also reflects the military

thinking and technology of Europe and North

America."

^^These frustrations came to the fore, after the

election of a Democratic Administration in Washi-

ngton, which was seen by the Soeharto Government

as less sympathetic to Indonesia, and obsessed with

questions of human and labour rights. The suspension
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about the real prospect of being left behind

as other regional states modernise, while its

own defence capability erodes "in the face of

declining real defence spending, a shortage

of well-trained officers, and creeping obsoles-

cence of capital equipment."^'*

Fifth, the Agreement offers opportunities

for Indonesia to broaden its fiiture security

cooperation with Australia to include some

of the non-military issues which have the po-

tential to impact on the national security of

both countries, but which cannot be solved

unilaterally because their cause and effect is

transnational in nature. To give one example,

sophisticated crime syndicates like the Chi-

nese Triads and the Japanese Yakuza, are

moving steadily into the people-smuggling

business throughout the Asia-Pacific re--

gion, to complement their already well estab-

lished activities in narcotics and arms-

trafficking. There are indications that illegal

migrants and narcotics are being moved into

Australia from transit destinations in Indo-
35

nesia, and the upward trend in these

criminal activities suggests that the only

effective way to deal with the problem is

through bilateral as well as multilateral se-

curity cooperation.

of the United State's International Military Education

and Training Program (IMET) for Indonesia in 1992,

also forced ABRI to look at alternative sources of

training. See Ikrar Nusa Bhakti, "Strange Neighbours,"

ISEAS Trends, Business Times, Weekend Edition,

January 27-28, 1996, III.

^Vatrick Walters, "Neighbourly Chat Signals

Change in Indonesian Strategic Thinking," Austra-

lian, 2 November 1994.

'^Interviews with senior Indonesian and Austra-

lian police officials in Jakarta and Canberra, Novem-

ber 1995 and February 1996. See also David Luff,

"Indonesian Gateway for Illegals," Daily Tele-

graph-Mirror, 5 December 1995.

Sixth, the signing of the Agreement ser-

ves a useful purpose, internationally, by
signalling that Indonesia reserves the right

to make unilateral decisions about its funda-

mental security interests, notwithstanding its

commitment to the notion of regional resi-

lience, which underpins the corporatist ap-

proach of ASEAN states to multilateral se-

curity. Foreign Minister Alatas was unre-

pentant about the lack of consultation with

his ASEAN colleagues. When asked whether

Indonesia had informed any of its ASEAN
partners about the Agreement before its con-

clusion, Alatas replied: "We do not need

to consult them [ASEAN] before we have a

bilateral something with Australia ... By the

same token we didn't feel consulted when
the FPDA was made. Fair enough.

"^^
The

fact that Indonesia consciously passed up

the opportunity for consultation says some-

thing about its self-perception as a signifi-

cant regional and international player which

operates in a different league to its fellow

ASEAN states. This was a hallmark of Indo-

nesia's foreign policy under Soekamo, but it

is only in recent years that the Soeharto go-

vernment has begun to reassert itself on the

world stage, albeit in a far more restrained

and modest way than during the Soekamo

period.

The Security Agreement is not without

its negatives for Indonesia, although they are

substantially outweighed by the positive .as-

pects. Perhaps the most serious problem for

Jakarta is the perception that the Govern-

ment has compromised Indonesia's che-

rished, and much vaunted attachment to the

principles of independence and non-align-

ment, which underpin its free and active

Weekend Australian, 16-17 December 1995.
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foreign policy. Membership of the Non-

Aligned movement does not preclude mem-

bership of bilateral and multilateral security

treaties, in theory or in practice. But the fact

that Indonesia has never previously entered

into a bilateral defence or security agreement

of this kind with another state, means that

the Government still has some work to do

in reconciling this new reality with the es-

tablished verities of the nation's defence and

foreign policies. It is hardly surprising that

Indonesian officials, and ministers, have

been at pains to emphasise that the Agree-

ment does not imply that Indonesia is en-

tering into a military pact with Australia, and

that it merely formalises existing defence
37

and security cooperation.

In theory, Indonesia also risks entangle-

ment in disputes with other states should

Australia seek to enlist Indonesia's aid and

Isuccour on, aUi issue, whiqh may not be

directly related to Indonesia's core security

interests. In reality, however, it is difficult to

imagine the circumstances where this might

prove to be a problem in practice, because

each side has only agreed to consult. There

is no automaticity of response. A more diffi-

cult problem for Indonesia is the possibility

that the Agreement may complicate Indo-

nesia's relations with China, which continue

to be characterised by a wariness and cau-

tion the reestablishment of bilateral rela-

tions has not entirely eliminated. There is

no doubt that China still looms large in

Indonesia's threat perceptions, as Indone-

sian strategic planners and analysts attempt

to determine the manner in which this emer-

See among others, the comments to this effect

by Alatas and Moerdiono in Jakarta Post, 1 9 Decem-

ber 1995, and mKompas, 16 December 1995.

ging great power will endeavour to project

its influence in the region. The Chinese, for

their part, while outwardly relaxed about the

Agreement, will not be unaware of the fact

that since their early 1995 occupation of

Mischief Reef in the contested Spratly Is-

lands group, Indonesia has become less

sanguine about the course that Beijing will
38

chart in the future.

Indonesia will also need to be sensitive

to concerns that other ASEAN states, parti-

cularly Malaysia and Singapore, might have

about the implications of the Agreement for

their own national security. While virtually

all the public comment from fellow ASEAN
39

States has been supportive, there was some

"mid-night oil" burned in the defence and

foreign ministries of Singapore and Malay-

sia after the Agreement was announced.

Officials in both countries are still assessing

the impact of the Agreement on their re-

spective bilateral relations with Indonesia

and Australia, as well as the consequences

fortheFPDA.

Conclusion

It can be argued, with some justification,

that the Security Agreement between Aus-

tralia and Indonesia, adds little of substance

to the existing relationship. There are no new

procedural mechanisms or processes explicit-

ly associated with the Agreement, and it is

See Bob Lowry, "What the Jakarta Pact Means,"

Australian Financial Review, 20 December 1995.

^'Malaysian Prime Minister Mahathir declared

than an "Agreement for Peace Between Neighbours

is Always Good," while Singaporean officials called

the Agreement "positive." PEER, December 28, 1995

and January 4, 1996, 19. See also Australian Financial

Review, 22 December 1995.
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ilot yet clear how it will work in practice in

the event of a crisis, or when one of the sig-

natories seeks to activate the consultative

arrangements. However, such an analysis

ignores the seminal importance of the Secur-

ity Treaty in reflecting the paradigm shift

that has taken place in the relationship

between Australia and Indonesia in recent

years. For this reason alone, the Agreement
may in time come to be seen as symbolising

one of the most important changes in both

Australian and Indonesian defence and
foreign policy since 1945.

Both nations have now indicated, in the

strongest possible terms, that there is no turn-

ing back from the political rapprochement

that has been underway since early 1992.

Each has demonstrated a willingness to jet-

.

tison the political and strategic baggage
of past eras, in order to shape a more con-

structive and dynamic relationship based

on the compelling congruities of interest

which have emerged since the end of the

Cold War. For Australia, these interests

include a recognition that Indonesia will

be an even more important regional player

in the 21st Century, and a critical determi-

nant of the success or failure of its policy

of engagement with Asia. The Agreement

is not risk free, and may yet founder on
the shoals of public opinion, particularly if

fixture Australian governments fail to build

and nurture a domestic constituency which

is broadly supportive of developing a less

confrontational relationship with Indonesia.

However, if the alternative is to leave the

relationship mired in the mutual uncertainty

and historical antagonisms of the past four
decades, then most Australians would see
the Security Agreement as a sensible and
constructive break with the past.

For Indonesia, the Agreement is unprece-
dented in its post-colonial history. The sur-

prise and disbelief which greeted the an-
nouncement of the Agreement in Indonesia
and the region, was due not so much to the

fact that it was negotiated in secrecy, but be-
cause it was recognised as being a water-
shed event. Not only was it completely un-

anticipated, as the first Agreement of its

kind ever signed by Indonesia, it was also

the first, formal, bilateral security treaty

negotiated by an ASEAN state with a neigh-

bour. With one stroke of the pen, Soeharto

has elevated Australia to the foremost rank

of Indonesia's external relationships, adding

a strategic dimension to the political and
economic partnership which he has crafted

with Australia since 1992. At the same time,

he has succeeded in reducing Australia's

capacity to play a spoiling role on East

Timor, and several other politically sensitive

issues, while diminishing the effectiveness

of the FPDA, should either Singapore or

Malaysia seek to enlist Australian support

against Indonesia in any fiiture dispute. In

virtually all respects, the Security Agree-

ment with Australia is a major departure

from the principles and conduct of foreign

policy as practised by the New Order

government of President Soeharto in the

first thirty years of its existence.



Book Review

To Be United Or To Unite

Menjadi Indonesia [To Become Indonesia),

by Parakitri Tahi Simbolon. Jakarta: Kompas-

Grasindo, 1995. This review article by P.J.

Suwarno is translated from bi-monthly jour-

nal 45, no. 1-2, 1996.

IN fact the title Menjadi Indonesia

implies a number of concepts which

has to date become the subject of

debates of political thinkers and prac-

ticians, and statesmen. And learning from

the. historical debates we may query as to

whether Menjadi Indonesia is an integ-

ration process or a process of being integ-

rated. This debate was virtually initiated

by young thinkers who were members

of the Indonesische Vereeniging (Indone-

sian Association) chaired by Mohammad
Hatta and his associates. When they were

still studying in Holland in the 1920s

they already asked as to how the unity

of Indonesia could be realised as a means

to gain the independence of Indonesia,

which was at that time a Dutch colony.

Approaching Indonesia's independence,

the idea of unity was formulated by

Professor Supomo into a theory of state

unity, which was afterwards reaffirmed by

Soekamo with his Indonesian nationalism

and eventually given a positive form by

formulating it as one of the Principles

of Pancasila (the Five principles), namely

the unity of Indonesia.

In his analysis Notonagoro said that

the unity of Indonesia grammatically

denoted "to become one Indonesia". This

means that the diversity in this archi-

pelago had to become one. To that end the

pluralist characteristics of the variety of

groups had to be scrutinised on the basis

of tribe, religion, race and ideology. Then

the characteristics that were mutually

attracting and complementing had to be

separated from those that were repelling

and eroding one another. The former should

be developed whereas the latter was to be

limited, if not eliminated. Accordingly an

integrated Indonesia would emerge which

would be rich in nuances and the slogan

bhinneka tunggal ika (unity in diversity)

would be realised in social life. To date

the idea is still hypothetical in nature and

to verily it, a careful observation is called

for using a reliable method.

Diversity

As to the process of "becoming a unity",

one cannot turn away from history. Since

it was societal groups that underwent the



208
THE INDONESIAN QUARTERLY, XXIV/2

process, the socio-political dimension should

also be taken into account. For this pur-

pose political science and sociology are

also needed. If history views the totally

unique diversity diachronically, sociology

and political science expound the societal

groups in terms of synchronic concepts.

In fact, viewed scientifically the concept

of "becoming a unity" or in complete terms

"becoming one Indonesia" does imply two

dimensions, which in this modern age
should constitute a mutually reinforcing

unity. First, the dimension of state integ-

ration, and second, that of national in-

tegration, which constitutes a nation. Ac-

tually, both should constitute one integrated

unity, but in reality they separately exist or

are separated.

In ;the history of Indonesia people had

been able to witness the emergence of

state integration since the fourth century,

when the people of this archipelago entered

history through the Kutai kingdom, where-

as the phenomenon of national integra-

tion did not come to the fore until 1908

with the emergence of the Budi Utomo move-

ment.

In the state integration a process became

evident, in which societal groups were united

in the politico-historical, socio-cultural, and

socio-economic fields, through interaction and

communication. Through that kind of integ-

ration larger groups were formed, going be-

yond regional boundaries, and having iden-

tities different from other large groupings in

the international world.

By observing the Indonesian history

through the state and national integration

concepts one will find a diversity of mutual-

ly attracting and repelling characteristics.

State Integration

Based on the concept of state one may
explain the development of kingdoms con-
secutively emerging one after another, from
the Kutai kingdom (East Kalimantan) to

Jayakarta, called Batavia by the Dutch. In

the process of state integration inter-

action occurred between groups of the
ruling class and those of the ruled class.

The relationship between the two groups
could change in line with the development

of the era. But generally the ruling class

always tried to legitimise authority by
various means varying from creating a

charismatic figurehead, who came to the

fore in a critical situation, to institution-

alising a traditional legacy, which could

sometimes bring about a great number of

succession problems. In the course of

time rational attempts were found in the

form of an orderly and cruel bureaucracy.

Before the Japanese occupation in Indone-

sia in 1942, people had live through such

a statehood. Hence one may say that the

state integration process that had develop-

ed up to the arrival of the Japanese in Indo-

nesia was not a process of "becoming in-

tegrated" but a process of "being integ-

rated". This means that the groups exist-

ing in a pluralistic society was united by

a small group of the ruling class, based

on various legitimacies, varying from a

charismatic legitimacy (in Weberian terms),

through the traditional one, to a legal-

rational legitimacy.

In the history of Indonesia, the "process

of being united" by virtue of legally ra-

tional legitimacy occurred mainly during

the Dutch Indies government, after taking

over power from the VOC (Dutch East
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Indies Company) on the eve of the 18th

century. The Dutch introduced modern

bureaucracy into the Dutch Indies to

bring into effect the regime that had been

traditionally developed by the indigenous

authority to the advantage of the colonial

government. Although modern bureau-

cratic principles had been introduced, the

objective remained, that is to intensify

authority over the people by the ruler.

For the sake of efficiency, the traditional

rulers' knowledge was improved, but the

poweF to oppress the people was being

continued in order to exploit the people

for the sake of the colonial government.

National Integration

The process mentioned above willy

nilly brought about modernisation in other

fields in the Dutch Indies. In tandem with

the modernisation a small group of Indo-

fnesian intellectuals came to the fore. The

emergence of this group of intelligentsias

was advantaged by the struggle of lib-

eralists, whose headquarters were on

campuses in the Netherlands. Owing to

the struggle there had also been a change

of policy adopted by the Dutch Indies

government since the early 20th century.

The government adopted^ a obligation

policy known as the ethical policy. Al-

though the relationship between the

rulers and the ruled did not change in sub-

stance, among the indigenous people arose

a group of intelligentsias, either those

who worked at the bureaucracy of the co-

lonial government or those who formed

non-governmental groups. It was due to

this group that Indonesian nationalism

aroused and thereafter the establishment

of the Indonesian state followed suit. Thus

the indigenous people began to realise the

need for national integration. Notwith-

standing the obstacles faced, they de-

liberately and systematically made various

attempts to materialise national integration.

The national integration was boosted

up by awakening the politico-historical

awareness of diverse societal groups. Based

on their remarkable selfreliance, the small

group cultivated the growth of socio-cul-

tural integration through political educa-

tion and schooling. Of course, in this case

the role played by their teachers and

Dutch friends, who were modern and

liberal should not be disregarded.

Their common experience of being op-

pressed by the colonial government was

changed into a politico-historical factor

which moved them to unite in order to

obtain independence; the bureaucracy and

education introduced by the colonial go-

vernment became a socio-cultural factor

that arouse the people's awareness of

being united with the oppressed, and a

socio-economic dualism which, as observed

by Boeke, united the people as an eco-

nomically weak integrated entity against

a small economically strong group of for-

eigners. Eventually the establishment of

infra-structures and facilities mobilised

by a huge capital to facilitate exploitation

and marketing turned into a means of com-

munication to mutually interact.

Counterpart

In history it appears that the national

integration process emerged as a counter-
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part of the process of state integration,

which had been stimulated by a small
group of people who held the power, name-
ly the Dutch and a group of other Indone-

sian intelligentsias, namely the group of

intellectuals who were bound by tradition

and were supported by the Dutch Indies

government with its bureaucratic machinery.

Both groups of Indonesian intellec-

tuals played an important role in the pro-

cess of becoming united in the state and
national integration process. The first

group obtained its experience from the

Dutch colonial government in effecting

the bureaucratic government's attempts

to unite the people, and then to rule them.

Meanwhile the second group arouse the

awareness of the people to unite into one
nation and then formed a state based on
people's sovereignty as once affirmed by
Hatta and his associates, when he chaired

the Indonesian Association in Holland.

Thus the history of the Indonesian nation

witnessed the development of both in-

tellectual groups. The first group had
the experience to operationalise state in-

tegration, whose power \y,a§. based on
charisma, tradition and bureaucracy as

an extension of the royal court. Where-
as the second group had the experience

of building national integration and the

idealism of state integration, whose power

was based on the desire of the people,

called by Hatta as people's sovereignty.

It was the latter that moved the people

"to become one Indonesia".

Hence the history of Indonesia as of

the year 400 until 1942 may be explained

by means of two integration concepts,

namely state integration and national

integration. And as mentioned earlier,
it appears that in the course of Indone-
sian history until the Japanese era, the
concept of "state integration" had been
more pronounced. In this concept, it was
not first and foremost the people, but it

was the ruling class that has determined
the genesis of a state or nation. The ruling

class administered the state based on
charismatic and traditional legitimacy, and
rational bureaucracy. This reality is the
underlying reason of the statement that

what has really happened in the history

of Indonesia is .not "tq become integ-

rated", but "to be integrated". In order

to become a unity, it seems necessary
that the concept of national integration

should also be put forward.

Lopsided

The concepts of becoming one Indo-

nesia as elaborated earlier seem to be the

factors underlying the writing of this book
on the history of Indonesia (400 - 1942)

titled Menjadi Indonesia (Vol. 1)1 by
Parakitri T. Simbolon.

History is indeed a subject that is

most vulnerable to the subjectivity of its

scholars. Hence there are people who be-

lieve that each generation should re-

write its national history. In the history

of written Indonesian history, there are

writings which are "Nederiando-centric", to

be counteracted by writings which are "In-

donesia-centric" (even "Batavia-centric").

Aside from that, there used to be a writing

which was "Royal Court-centric" to be

counteracted by "common people-centric"

and the like.
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Afterwards an approach was introduced

using the concepts of social sciences which

have widened the historical dimension of

the writings. All of that depend on the

subjectivity of the writer. However, as

long as history is written by adhering

to the principles of historical science, the

subjectivity will not result in one historical

work being truer than the other. On the

contrary, it will eiuich it with more iiuances

and will open the insight of its readers, who

have also a variety of backgrounds.

It is true that a historical writer can-

not alienate himself/herself from his/her

era like one that cannot get out from one's

skin. Apparently the writer of Menjadi

Indonesia is also affected by his ex-

perienced era, namely a very strong state

integration, , so that sometimes .it will

put national integration in jeopardy. It

seems likely that the writer also wants to

emphasise that history can explain why in

Indonesia the concept of state integration

may be exaggerated. This is evident from

the writer's emphasis on the Chapter about

s.tate integration that was created by

VOC and the Dutch Indies government. It

would not be so lopsided if the writer

also appropriately discussed the efforts

in materialising national integration in

history.

Apparently this last part should be stu-

died at length from history, because Indo-

nesia wants to build up a civil society,

who has been continuously suffering

until now. More important and valuable

than "to be united", Indonesia should

also "become integrated". To this end

national integration is a conditio sine

qua non for the creation of a civil society.

It has to be admitted that the Dutch Indies

bureaucracy has a quite strong durability

since it is composed of traditional and

modem elements. Is the writer trying to say

that beambtenstaat has a large straight

root that is able to grow again any time?

Menjadi Indonesia is written to com-

memorate the golden aimiversary of Indo-

nesia's independence and is meant for

readers within the age bracket of 15 - 45

years. Apparently this objective will be

achieved. Of the 803 pages, only 363

pages are used to write history, the re-

maining being reserved for notes. Accord-

ingly the younger readers, who do not

have to study the notes, will enjoy read-

ing this book, whereas more mature

readers, especially those who read this

book for academic reasons, might find

this book very useful because it provides

abundant and complete notes and re-

ferences, from both primary and se-

condary sources.
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